Community Estates 


kk * 


Top Officials 


of the Bureau 


page 294 
xk*k 
The General 
Counsel’s 


Office 





LETTERS 


Statute of Limitation in Reference 
to Deposits 


Sirs: 


I have just completed reading the article 
in your December issue entitled Estate Tax 
Refunds, A Timely Filing by Murray E. 
Baron. The author’s conclusion that the 
statute of limitations does not run on a 
deposit is subject to doubt despite the deci- 
sion of the Supreme Court in Rosenman v. 
The United States, 323 U. S. 658, 45-1 ustc 
q 10,165. 


Inasmuch as the deposit in the Rosenman 
case was made prior to the adoption of the 
Current Tax Payment Act of 1943, Justice 
Frankfurter makes the following statement 
in the case: “We need not here consider the 
effect of the Current Tax Payment Act of 
1943, Sec. 4(d) 57 Stat. 126, 140.” 


Section 4(d) of the Current Tax Payment 
Act amended Section 3770 of the Internal 
Revenue Code by inserting at the end thereof 
the following: 


“(c) Rule Where No Tax Liability—An 
amount paid as tax shall not be considered 
not to constitute an overpayment solely by 
reason of the fact that there was no tax 


liability in respect of which such amount 
was paid.” 


This language, as specifically recognized 
by Justice Frankfurter in the Rosenman case, 
may mean that any amount paid as tax can 
be held to be an overpayment despite the 
fact that “there was no tax liability in respect 
of which such amount was paid’. From this 
language it is a reasonable possibility that 
a “deposit” may be considered a “payment”. 

Under Section 3771 (a) of the Internal 
Revenue Code an overpayment entitles the 
taxpayer to interest. The language of the 
Rosenman case turned the issue of ‘‘deposit” 
or “payment” upon the fact that the tax- 
payer could not get interest on a deposit. 
Thus, the court stated: “If it (a deposit) is 
not payment in order to relieve the govern- 
ment from paying interest it cannot be pay- 
ment to bar suit by the taxpayer for its 
illegal retention. It will not do to treat 
the same transaction as payment and not as 
payment, whichever favors the Government.” 


If a deposit may constitute payment under 
the Current Tax Payment Act and be en- 
titled to interest, it seems that the Rosenman 
case has not settled the issue as to whether 
a deposit constitutes a payment. Anyone 
making a deposit subsequent to the effective 
date of the Current Tax Payment Act should 
keep in mind the fact that the deposit may 
constitute a payment and the statute of 
limitations may start to run against him. 


CHARLES F. MEYERS 
Chicago, Illinois. 
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annual subscription rate for this Magazine has been too low and we think you 


will agree. 


A little longer than a year ago, we reduced the dimensions for the 


particular purpose of reducing our consumption of paper, but we maintained and 


in some issues increased the number of articles. 


proved extremely popular. 
tising”’. 


This new size and format has 


At that time we also initiated a policy of “no adver- 
Advertising is the revenue producer for nearly every magazine. 
Magazine—your Magazine—every page is devoted to tax information. 


In our 
Thus, we 


are able to give you more articles, more features, more of what you pay for. The 
price increase is necessary to insure each subsequent issue topping its predecessor. 
All new and renewal subscriptions will be entered, hereafter, at $5 per year. 


COMMERCE CLEARING House, INc. 





M. 


Subsc 
$5.0 


single 


Publisi 








Er 


11 
er 
1€ 
ve 
Id 
Ly 
of 


This magazine is 
published to promote 
sound thought in eco- 
nomic, legal and ac- 
ounting principles 
relating to all federal 
and state taxation. To 
this end it contains 
signed articles on tax 
subjects of current 
interest, reports on 
pending state tax legis- 
ation, interpretations 
of tax laws, and other 
tax information. 


The editorial policy 
s to allow frank dis- 
ssion of tax issues. 
On this basis contribu- 
ions are invited. Care 
will be exercised in 
hecking the accuracy 
pf data printed, but re- 
sponsibility is not 
ssumed for the con- 
ents of the articles or 
or the opinions ex- 
pressed therein. 


Editor 
Henry L. Stewart 
Washington Editor 
Lyman L. Long 
Advisory Editor 
George T, Altman 
Business Manager 
George J. Zahringer 


Circulation Manager 
M. S. Hixson 


. 
Subscription price: 
$5.00 per year; 
single copies, 50¢. 
@ 
Published monthly by 


Commerce Clearing 
House, Inc., 


214 N. Michigan Ave., 
Chicago 1, IHinois 









Entered as second-class 
matter January 13, 1939, 
t the Post Office at 
hicago, Illinois, under 
be Act of March 3, 1879. 


Printed in U.S. A. Title 
Registered U. S. Patent 
fice, Copyright 1946 
Commerce Clearing 
House, Inc. 


























Contents for 
MARGE . i. «s 


. 1946 


Volume 24 Number 3 
Page 
Community Estates......... by M.N. Friedland 194 
Cases That Make Tax 
History.................by Peter Guy Evans 200 
Recapitalization.........by Paul Edgar Swartz 208 
A Postwar Social Security 
Plan. ee ok -by A. H. Kalbfleish 224 
Excess Profits Tax Relief for Pre-1940 Corpora- 
Goms..... Kawase n by Scott P. Crampton 231 
The Returning Veteran Asa 
Dependent....... -by Curt Gruneberg 234 
A Basic Philosophy............ by Saul Roman 237 
The Chief Counsel’s Office... by Harry W. Stelle 238 
Advance wiaiienies in Sale and Lease Transac- 
OS: ihre: sou ee by Montague Rosenberg 243 
“Rolling Over” ‘Taxable Government Bonds. 
ek a ee ee by S. &. Lawrence 246 
Memorandum on China Trade Act Corporations 
ibis 52 a by Seymour S. Berdon 251 
Two Recent 722 Develop- 
I 805.5 eee -by Gustave Simons 254 
Carry-backs and Carry- 
overs. ms or -by J. H. Landman 259 
The Scope of Commissioner v. Bedford 
Estate. -by Norris Darrell 266 
Intergovernmental Tax 
oor were by Ralph S. Rice 280 
Tax Items of Special 
Interest..............by Bert V. Tornborgh 292 
Wantnen. Tam. THER. ..2kk ce he ese 294 
Current Books of Interest to Taxmen........... 299 
Tee RET) rr 300 
ae Ts ee: ee ee ee ee 
eer eee eee 320 









MARCH e 


VOL. 24 


TAXES 


dhe TAX MAGAZINE 


COMMUNITY ESTATES 
Problems Raised by the Decision 


In Wiener and Herbst 


By M. N. FRIEDLAND 


Tax Attorney in Los Angeles, and member 


5 bw United States Supreme Court, on 
December 10, 1945, unanimously decided 
(in the Wiener case, No. 58 [45-2 ustc 
{ 10,239], and in the Herbst case, No. 59 [45-2 
ustc § 10,240], October Term, 1945) that 
Sections 402 (b) and 404 (a) of the 1942 
Revenue Act are constitutional, thereby 
making these sections the law of the land 
on the subjects therein mentioned. Thus, 
not only are other provisions of the same 
act applicable to community property pre- 
sumed to be constitutional, but such pre- 


4 





of the Illinois and New York Bars 


sumption seems to be conclusive in the light 
of these decisions. Hence, the only alterna- 
tive is to comply with the letter as well 
as the spirit of the provisions. 


The result of these decisions makes it 
essential to study every community estate 
of any importance and to check and recheck 
it in the light of the decisions. 


To do justice to the study of these im- 
portant decisions and the analysis of the 
difficult estate problems in the light of the 
decisions, a great deal more space will be 
needed than that ordinarily available for 
such a purpose in a single issue of this 
magazine. Hence, this article will be divided 
into two sections. The first, appearing in 
this issue, will be a study of these decisions 
only. The second, appearing in the fol- 
lowing issue, will analyze the most impor- 
tant community estates problems in the 
light of these significant decisions. 


Sections 402 (b) and 404 (a) 


Section 402 (b) deals with taxing of the 
entire community property in the estate of 
a deceased spouse, “except such part thereof 
as may be shown to have been received as 
compensation for personal services actually 
rendered by the surviving spouse or derived 
originally from such compensation or from 
the separate property of the surviving 
spouse.” 

This exception is of more than ordinary 
importance. It appears time and again in 
various sections of the 1942 Revenue Act 


194 March, 1946 @e TAX ES—The Tax Magazine 


appl 
lar 
and 
Se 
ject 
with 
ance 
paid 


Cor 


is.2 
ced 
tra 


Ex 


ma 
mu 


Co 





ae 2) 


n- 


he 


lly 
red 
om 
ing 


ary 
in 
Act 


ine 


applicable to community property. VParticu- 
lar attention will be paid to its meaning 
and application hereinafter considered. 


Section 404 (a) deals with the same sub- 
ject except that it concerns itself primarily 
with the decedent’s proceeds of life insur- 
ance policies, premiums on which have been 
paid out of the community fund. 


Constitutionality of Sections 


Discussing the various contentions made, 
the Court states that 


“While it may generally be true, as ap- 
pellees argue, that neither the husband nor 
wife gains any overall financial advantage 
when the other dies, it suffices that the de- 
cedent loses and the survivor acquires, with 
respect to the property taxed, substantial 
rights of enjoyment and control which may 
be of value.” (Italics supplied.) 

The Court further states: 


“We find no basis for the contention that 
the tax is arbitrary and capricious because 
it taxes transfers at death and also the shift- 
ing at death of particular incidents of property. 
Congress is free to tax either or both, and 
here it has taxed both, as it may constitu- 
tionally do.” (Italics supplied.) 


The Court finally states that 


“Apart from the exemption, it is, as we 
have seen, the shifting at death of the inci- 
dents of the property regardless of origin, 
which is the subject of the tax.” 


Property Subject to Tax 


Which is subject to tax, “the particular 
incidents of property” or the property to 
which such “incidents” attach? An answer 
to this seemingly important question will be 
found in the following Court statement: 

“As the tax is upon the surrender of inci- 
dents of property by the decedent and the 
acquisition of new by the survivor, it is ap- 
propriately measured by the value of the prop- 
erty to which these incidents attach.” (Italics 
supplied.) 

At this stage of our discussion it may be 
appropriate to note that a federal estate tax 
is a graduating one and, hence, the tax on 
“property to which these incidents attach” 
is a great deal higher than that on the de- 
cedent’s property which became subject to 
transfer at death. 


Exceptions 


It is not the province of this article to 
make a comparative analysis of the com- 
munity and common law property systems 


Community Estates 


and to underscore their respective virtues. 
Neither is it our desire to argue the consti- 
tutionality or lack of constitutionality as far 
as the sections in question of the 1942 Rev- 
enue Act are concerned. This has been 
done by the respective parties in the Wiener 
and Herbst cases. Our aim is rather modest. 
It is in the nature of a study in order ta 
make proper application whenever the op- 
portunity presents itself. 


The draftsmen of Section 402 (b) and 
other sections of the 1942 Revenue Act ap- 
plicable to community property found diffi- 
culty in designing a garment which would 
fit the community estates. Their experi- 
ence had been limited to non-community 
estates. The only choice of action was to 
make proper alterations and adjustments in 
the old garment to fit the new situation. 
The “fit” proved to be far from perfect. In 
fact, a tax man would call it an “abnormal- 
ity,” and others, a “miscarriage.” 


To attain their objectives, the draftsmen, 
of course, disregarded the existence of the 
community property system. This helped 
matters to a certain extent, but new prob- 
lems made their appearance. The result 
was that not only the given principle has 
been proclaimed but attention was als» 
called to certain exceptions. And these ex- 
ceptions are the ones we are primarily con- 
cerned with. 


First Exception—Section 402 (b) 


As heretofore mentioned, Section 402 (b) 
deals with taxing of the entire community 
property in the estate of the deceased spouse 
“except such part thereof as may be shown 
to have been received as compensation for 
personal services actually rendered by the 
surviving spouse or derived originally from 
such compensation or from separate prop- 
erty of the surviving spouse. In no case 
shall such an interest included in the gross 
estate of the decedent be less than the value 
of such part of the community property as 
was subject to the decedent’s power of testa- 
mentary disposition.” 


In connection with this and other excep- 
tions two important factors should always 
be kept in mind: (1) that the state pre- 
sumptions are not operative against the 
Commissioner and (2) that the burden of 
proof ts always on the surviving spouse. In 
addition thereto, it may be advisable to re- 
member the explanation found in the Con- 
gressional Committee’s report to the effect 
that 


“The amendment (additional sections) 
thus makes due provision for the exclusion 
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from the gross estate of that portion of the 
community property which is economically 
attributable to the survivor, subject, however, 
to the provision that in no case shall the 
value of the property included in the gross 
estate of the decedent be less than the value 
of such part of the community property as 
was subject to the decedent’s power of testa- 
mentary disposition.” (Italics supplied.) 


This explanation, which sounds logical, is 
actually meaningless, as no definition of 
what is meant by “economically attributable” 
is made, nor is any intelligent concept of the 
term given. 


But be that as it may, we shall now pro- 
ceed to the study of our subject. 


Where the Husband Dies First 


The Supreme Court, in the Wiener and 
Herbst decisions, has made extremely clear 
the estate tax situation of a community es- 
tate where the husband dies first. Unless 
the surviving spouse’s claims are within the 
exceptions mentioned in Section 402 (b) 
and proper proof to that effect is made by 
the surviving spouse, the entire community 
property is taxed to the estate of the de- 
ceased husband. 


Referring to this possibility, in so far as 
the Wiener estate is concerned, the Court 
States: 


“At no time during the existence of the 
community was the wife gainfully employed 
outside of the household, nor did she receive 
from any one any salary or other compen- 
sation for personal services, nor was any 
part of the community property derived 
originally from any separate property of 
her own.” 


Discussing a similar situation, in so far as 
the Herbst estate is concerned (excent that 
reference is made to both spouses, worth- 
while to remember for future reference), 
the Court states that 


“During the marriage neither decedent nor 
his wife was ever employed by any one at 
wage or salary, and neither received any 
commissions, fees or similar compensation 
for personal services rendered.” 


In both cases the surviving spouses are 
what are commonly known as housewives. 
While living, Mrs. Wiener’s husband en- 
gaged in various kinds of business and Mrs. 
Herbst’s husband in farming or ranching. 
In both cases, no exclusion of any portion 
of the respective community property for 
the benefit of the surviving spouses was 
allowed. 





Is that disallowance based upon the as- 
sumption that the property in question or 
any portion thereof is not “economically 
attributable” to the respective wives’ efforts, 
or is it due to the fact that their claims 
are not within the class mentioned in the 
exceptions? Judging by the Supreme 
Court’s statements of fact, the second as- 
sumption seemingly is the proper one. 


While the Supreme Court refers to the 
Congressional Committee’s report, it does 
so only in order to find the “purpose” of 
that legislation; nowhere does the Court 
refer to the “economically attributable” 
theory, if such theory exists. 


Be that as it may, one thing is certain: 
the class of surviving wives to which Mrs. 
Wiener and Mrs. Herbst belong, namely 
housewives, could not claim any portion of 
any community property to be the result of 
their efforts. The percentage of surviving 
wives which this class represents is a mat- 
ter of speculation. However, one could not 
be far wrong, one way or the other, if he 
claimed it to be in the neighborhood of 
ninety per cent. 


And what about the remaining ten per- 
cent? The burden of proof is still on claim- 
ants, and that burden of proof is not as easy 
as it may seem, irrespective of the Solicitor 
General’s claim to the contrary (in the 
Wiener case). Furthermore, state presump- 
tions are not operative against the Com- 
missioner. 


Where the Wife Dies First 


While available, the theory of property 
“economically attributable” to one or an- 
other is not always useful except for cer- 
tain purposes. It would not apply in the 
event, for example, that Mrs. Wiener and 
Mrs. Herbst predeceased their respective 
husbands. The draftsmen, realizing this. 
provided that 


“Tn no case shall the gross estate 
of decedent be less than the value of such 
part of the community property as was 
subject to the decedent’s power of testa- 
mentary disposition.” 


Thus, this lovely theory was safely dis- 
carded and the state testamentary provi- 
sion for disposition of community property 
was not only recognized but also properly 
used. 


Now this subject (predecease of the wife) 
admittedly is not pleasant to discuss. The 
Solicitor General does not like it. “Any 
suggestion,” he states, “that the statute 
might be unconstitutional as applied to a 
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case in which the wife predeceases the hus- 
band, is not properly before the Court, this 
is not such case.” (Italics supplied.) 

The Supreme Court did discuss a situa- 
tion in which the wife predeceases the hus- 
band, but only for the purpose of pointing 
out the “shifting at (her) death of particu- 
lar incidents of property.” Whether the 
Court considered the subject as not prop- 
erly before it, as the Solicitor General main- 
tained, or failed to discuss it for any other 
reason, is, of course, a matter of speculation. 

Judge J. Hannay of the Texas United 
States District Court, referring to the sub- 
ject now under consideration, states: 

“Had Mrs. Herbst predeceased her hus- 
band, the statute would have required the 
inclusion of all the community property 
here involved in her estate.” 


And the heretofore mentioned statement 
of the Supreme Court (in the Herbst mat- 
ter) to the effect that “during the marriage 
neither decedent nor his wife was ever em- 
ployed by any one at wage or salary, and 
neither received any commissions, fees or 
similar compensation for personal services 
rendered,” supports such a conclusion, and 
points to very unpleasant results. 

Judge D. J. Borah of the United States 
District Court for Louisiana states: 

“Be this as it may, the statute is not lim- 
ited in its application to the case where 
the husband died first. The language com- 
pels its equal application where the husband 
is the survivor. It expressly provides that 
there shall be included in the taxable estate 
of the decedent ‘the interest therein held 
as community property by the decedent and 
surviving spouse.’ This decedent may well 
be the wife and the surviving spouse the 
husband.” 

The writer of this article has had an op- 
portunity to refer to the subject in ques- 
tion in the April, 1945, issue of TAxes—The 
Tax Magazine (p. 333), wherein he asserted: 

“The matters discussed apply with equal 
force to either one of the spouses who hap- 
pens to die first. If that statement is cor- 
rect, and there is very little doubt about it, 


the chaotic situation becomes a great deal 
worse.” 


Inconsistent Positions 


The writer visualizes a situation in which 
the wife dies first and the husband claims 
that half of the community property be- 
longs to him, on the theory that it is “eco- 
nomically attributable” to him. The 
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Commissioner of Internal Revénue calls 
attention to the express provision of Section 
402 (b) and asks that the surviving spouse 
“produce proof’ to qualify under this 
section, thereby discarding ‘economically 
attributable” theory. The Commissioner 
has been known to take inconsistent posi- 
tions on more than one occasion, and the 
writer would not be surprised if history 
repeats itself. 


But why should a surviving husband who 
is “the main, if not the sole provider” have 
any difficulty? He should not, but he may, 
and, in all probability, will experience in- 
conveniences. 


Even the Solicitor General (in the Wiener 
brief) claims that 


“There is no merit to the suggestion that 
it is not possible to show what portion of 
the community property is economically 
attributable to the surviving spouse and that 
the statute therefore creates an irrebuttable 
presumption that the whole estate was cre- 
ated by a spouse first to die.” 


The Solicitor General employs the so- 
called “economically attributable” theory. 
With such a theory there should not be any 
difficulty for a surviving husband to prove 
his interest in the remaining community 
property. 

But Section 402 (b) provides tts own 
method of ascertaining facts, and the Su- 
preme Court has held time and again that 
where the statutory provisions are clear and 
explicit, there is no need to refer to the Con- 
gressional Committee’s report in that re- 
spect. Furthermore, the Supreme Court 
denied to the surviving spouses in both the 
Wiener and Herbst cases exclusion of any 
portion of the respective community prop- 
erties, not because the property or any 
portion thereof was not “economically at- 
tributable” to their efforts, but because they 


‘could not qualify under the exceptions re- 


ferred to in Section 402 (b) of the 1942 
Revenue Act. 


Second Exception—Section 404 (a) 


Section 404 (a) deals with proceeds of 
life insurance policies, premiums on which 
are paid out of community funds. The 
result is identical with that of Section 402 
(b), including the famous “exceptions.” 


In addition thereto, a provision is found 
dealing with what is commonly called “inci- 
dents of ownership.” It states: 


“The term ‘incidents of ownership’ in- 
cludes incidents of ownership possessed by 
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the decedent at his death as manager of the 
community.” (Italics supplied.) 


This unfortunate provision has been dis- 
cussed by the writer in the previously men- 
tioned article published in the April, 1945, 
issue of this magazine. To clarify and sup- 
plement this discussion, four paragraphs of 
that article which throw a great deal of 
light on the subject in question will be 
reproduced here: 


“As to consideration of the entire life 
insurance proceeds (premiums on which 
have been paid out of the community prop- 
erty) as a part of the insured’s estate, that 
is but the result of a disregard of the com- 
munity system, and the various state laws 
applicable thereto, reference to which has 
heretofore been made. It is different, how- 
ever, when it comes to the consideration 
of the management of the community prop- 
erty as one of the ‘incidents of ownership.’ 


““Tncidents of ownership’ deal with vari- 
ous provisions of life insurance policies. 
They relate to rights and privileges of the 
insured, in and under such policies or con- 
tracts, and nothing else. How the management 
of any property, community or non-commu- 
nity, could have anything to do with ‘inci- 
dents of ownership’ of a particular life 
insurance policy, is something beyond one’s 
understanding. 


“Management of community property is a 
mandate of the respective state. It carries 
privileges coupled with obligations. How 
dare one, domiciled in a community state, 
disregard the laws of that state without 
submitting himself to numerous penalties in 
doing so! 


“Of course, the community may be termi- 
nated by agreement of both spouses and, 
thus, the management of the community 
eliminated. But such an agreement implies 
the consent of one’s wife, which may or may 
not be forthcoming. Besides, such termi- 
nation of the community results in a gift 
tax under the new gift tax provisions of 
the 1942 Revenue Act. And is it worth 
while to dissolve the community and pay 
gift taxes (with a possibility of added estate 
taxes) for no other purpose than that of 
eliminating the ‘management of the commu- 
nity’ as one of the ‘incidents of ownership’ 
under a given life insurance policy or poli- 
cies? Is it worth while to pay such a price 
in order to be placed on par with the 
non-community states and the citizens 
thereof? Jf such provision does not spell 
actual discrimination against citizens of com- 


munity states, nothing else will.” (Italics states where the mysterious “fiction” is 
supplied.) supposed to exist. 
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Conclusion 


On December 17, 1945, an editorial en- 
titled “Breaking Down a Tax Abuse” 
appeared in a prominent Chicago daily 
newspaper. These passages from that edi- 
torial deserve particular consideration: 


“The Supreme Court last Monday upheld 
a 1942 revenue law amendment striking out 
part of legalized immunities enjoyed by citi- 
zens of ten so-called community property 
states at the expense of fellow taxpayers 
elsewhere. The implication is clear that 
further legislation, to eliminate remaining 
immunities, would also be approved. 


“The common property fiction should no 
longer be tolerated as an escape hatch for 
favored groups of citizens under the federal 
revenue code.” (Italics supplied.) 


Everybody has a right to be ignorant in 
many respects (no one is expected to know 
everything), but some people abuse their 
right. And there ought to be a law against it. 


Of course, it is extremely hard to under- 
stand what the author of the editorial means 
by “so-called community property states” 
or “fiction.” 


One of the two cases referred to was a 
Texas one (the Herbst case). It will be 
appropriate therefore, to call attention to the 
history of Texas community law, as sub- 
mitted by United States District Court 
Judge J. Hannay (and which could not be 
denied by any one): 


“The community law of Texas stems from 
the civil law, and it has been the law of 
Texas as far back as any historical record 
exists. It was the law of the Spanish Em- 
pire when Texas was a part thereof. It 
was the law of the Republic of Mexico when 
Texas was a part of Mexico. It was the law 
of the Republic of Texas when Texas was 
a republic. And it was the law of Texas 
when Texas was admitted to the Union in 
1845. Prior to and as a condition of Texas’ 
becoming part of the Union, Congress by a 
joint resolution provided that Texas was 
to adopt a constitution acceptable to Con- 
gress, and pursuant thereto the constitution 
of 1845 was adopted, preserving therein the 
community property system as then recog- 
nized in Texas. It has remained the fund- 
mental law of Texas, without the change of 
a single word, in the Texas constitution 
from that date.” (Italics supplied.) 


This is one of the “so-called” community 
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Now that the U. S. Supreme Court has 
placed its seal of approval upon the power 
of Congress to enact the sections in ques- 
tion, let us study the “accomplishments,” if 
there are any, of such legislation, the pur- 
pose of which was to eliminate the sup- 
posedly “special estate tax privileges 
enjoyed by decedents of community prop- 
erty estates” and to place them on a par 
with those of non-community estates. With 
that object in view, we shall study the 
Herbst case and compare the results in a 
community (Texas) and in a non-community 
(Illinois) state. 


The decedent Herbst was a resident of the 
state of Texas. He had been married for 
more than forty-two years. During that 
time he and his wife were engaged in ranch- 
ing or farming and accumulated a respecable 
amount of wealth. Title to the ranches and 
other properties was in the decedent’s name. 


The Supreme Court found that 


“During the marriage neither decedent 
nor his wife was ever employed by any one 
at wage or salary, and neither received any 
commissions, fees or similar compensation 
for personal services rendered.” 


Thus, when the Commissioner of Internal 
Revenue concluded that the entire community 
property was to be charged to the decedent’s 
(Herbst’s) estate and taxed accordingly, the 
Supreme Court sustained the Commissioner 
by virtue of the express provisions of Sec- 
tion 402 (b), heretofore mentioned and 
described. 


From a federal estate tax point of view, 
the very same thing would have happened 
to Mr. Herbst’s estate if he had been domi- 
ciled in Illinois, From a state point of view, 
however, there is a difference. 


In Illinois, the tax man would have to be 
taken care of first. 






The balance, subject to 


FEDERAL DEBT AND THE STATE OF WASHINGTON 
F you have an idea that the 275 billion dollar federal debt is not your debt, 


the wife’s dower interest, could have been 
disposed by the decedent in any manner he 
deemed best. 


In Texas also, the tax man would have 
to be taken care of first. The balance of 
only half of the community property could 
have been disposed of by the decedent in 
any manner he deemed best, the other half 
of the community property being vested, 
from its very inception, in his wife. This 
difference is of more than ordinary impor- 
tance. The real significance, however, 
becomes apparent when the wife dies first. 


In Illinois, the wife’s predecease does not 
produce any change in the property or tax 
situation. All she had during her lifetime 
was a dower interest, a contingency depend- 
ing upon surviving her husband. She pre- 
deceased him, and that contingency was 
thereby terminated. 


In Texas, the wife’s dying first results in 
the inclusion of the entire amount of com- 
munity property in her estate, which is taxed 
accordingly. This is in compliance with 
the provisions of Section 402 (b) and the 
U. S. Supreme Court interpretation and 
application of the section. 


Even assuming, however, that Mr. Herbst 
was not engaged in farming and that he 
could produce proof of receipt “of compen- 
sation for personal services actually ren- 
dered, etc.,” the estate subject to the tax 
could be no less than one-half of the com- 
munity property. 


This is the nature of the accomplishment 
of the 1942 Revenue Act in so far as it is 
applicable to community estates. Does not 
the result rather point to “special estate tax 
privileges enjoyed by decedents” of non- 
community estates? Is not this discrimina- 
tion against community estates? [The End] 


it is time you did some figuring. When it is paid, you and the other people 
of Washington, as well as those of other states, are going to pay your share. 
The share of this state, based on our 1.43 per cent of the population, is in round 
figures $4,000,000,000. That is $2,000 for every man, woman and child in the 


state, and more than $6,000 for every family unit in the state. 


Think of that 


amount as a mortgage on your property or as an offset to your bank account. 
Think of it as the amount each citizen must contribute to the government for two 
wars and ten years of economic experimentation before he is personally solvent. 
Think of it as enough to pay the cost of our state and local governments for the 
next forty years. Think of it as costing the entire wheat crop of this state for the 
next seventy years. Think of it, not as billions of dollars, but something one 
can understand, something that must be produced by hard work and saved by 
economic living.—Washington Taxpayer, January-February, 1946. 
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A Review of Important 1945 


CASES THAT MAKE TAIST 


By PETER GUY EVANS 


The author is a Certified Public Accountant and an attorney, and a partner 
of Janis, Bruell & Evans, New York City. Mr. Evans is vice-chairman of the 
Committee on Federal Taxation of the New York State Society of Certified 


Public Accountants. 


In this issue Mr. Evans digests important income tax cases; 


in the next issue he will cover estate and gift cases. 


TT HE large number and great variety of 
= the tax cases decided by the courts in 
1945 render the task of selecting the signifi- 
cant decisions most difficult. Thousands of 
tax cases were presented to and tried by 
the various courts with tax jurisdiction. We 
have selected those decisions of the courts 
and the Tax Court which we believe are 
important, unusual and indicative of future 
trends in tax adjudication. 


The importance of the rule in Dobson et 
al. v. Commissioner, 64 S. Ct. 239 [44-1 uste 
{ 9193], is most plainly evident in the 1945 
decisions. The Tax Court is fast becoming 
the court of final recourse for most taxpay- 
ers. For good illustrations, we refer you 
to the Kelley [46-1 ustc J 9133] and Talbot 
[45-1 ustce $9133] cases included in this 
study. Just as night follows day, so did 
the Supreme Court affirm the Tax Court’s 
decisions in these two cases. The various 
Circuit Courts of Appeals are also adhering 
to the admonition. This is particularly true 
of cases involving questions of fact, mixed 


questions of fact and law, and questions of 
“sood tax accounting.” 


Although the Dobson case does not close 
the avenues of appeal to the taxpayer, nev- 
ertheless it is best to convince the Tax Court 
of the merits of the case. If the taxpayer 
cannot convince the Tax Court, his chances 
of securing a reversal of an adverse decision 
are not too good. 


Tax statistics show that more than thirteen 
out of each fourteen cases decided by the 
Board of Tax Appeals and its successor, 
today’s Tax Court, stand as decided. And 
the Dobson case is but two years old. Only 
as it ages will its true import be fully un- 
derstood. It is not unreasonable to state 
that the interpretation of the federal tax 
statutes rendered by the Tax Court is in 
most instances accepted as settling their 
meaning and applicability. 


The three tax problems: (1) proper tim- 
ing and mechanics, (2) careful and exhaustive 
study of tax consequences before entering 
into a transaction, and (3) the old estab- 
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lished maxim—‘“the substance, and not the 
form of the transaction controls’—are all 
very much in evidence in the 1945 decisions. 


The cases which follow are income tax 
cases. They are listed under appropriate 
group headings. 


Deductions 


Interest or Dividends? In the two com- 
panion cases which follow involving the pro- 
priety of corporate deductions for annual 
payments to security-holders, the Supreme 
Court held that the decisions rendered 
therein by the Tax Court are final and are 
not subject to review by the Appellate Courts. 
The corporate securities contained elements 
and characteristics of both credit obliga- 
tions and capital stock. No one character- 
istic was decisive in such a determination. 
The Court stated that this type of case calls 
for the application of the Dobson rule, and 
that consequently the holdings of the Tax 
Court as to interest or dividend payments 
should be accepted as final. Justice Rutledge, 
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however, dissented, stating that where the 
Tax Court renders apparently conflicting 
decisions on substantially identical facts, such 
decisions should be reviewed by the courts. 


Interest payment is deductible: Here, the 
common stock was changed into shares of 
$100 par and increased to 6,000 shares. Pre- 
viously 1,500 shares of no par common stock 
and 3,000 shares of six per cent cumulative 
preferred, $100 par, were authorized, of which 
1,110 and 1,124 shares were outstanding, 
respectively. Twenty-year income deben- 
tures of $250,000 bearing interest at eight 
per cent were also authorized. These were 
exchanged for the preferred stock at $102 
per share. It was resolved that the balance 
of the debentures were to be sold to “only 
the stockholders of the corporation.” Sub- 
scriptions to $35,000 of the debentures were 
taken up through dividends received on the 
common stock. The purpose of the deben- 
tures was to raise extra capital to expand 
in the field of finance. The usual trust 
agreement entered into between the corpo- 
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ration and the trustees set forth the terms 
under which the debentures were issued to- 
gether with the powers and duties of the 
trustees. The president and her brother were 
both corporate officers and trustees. The 
transaction (exchange of stock for stock 
and debentures) did not bring any new 
money into the corporate treasury. The eight 
per cent interest was payable out of income 
only if earned; interest in default was not 
cumulative. 


Upon liquidation, debentures were supe- 
rior only to common stock. All other 
creditors had preference. The debentures 
carried no voting power; and even the fact 
that they had preference over common stock- 
holders did not mean anything, as the trus- 
tees, in addition to being officers, were the 
only stockholders. 


The debentures were not reported as lia- 
bilities on the balance sheets or the tax 
returns for 1937, 1938 and 1939. Interest 
payments were described thus: “Interest, 
income debenture stock.” 


Held: Since the question was purely a 
factual one in which no issue of law was 
involved, the decision of the Tax Court— 
that the payments constituted interest—was 
affirmed. John Kelley Company v. Commis- 
sioner, Sup. Ct., No. 36, January 7, 1946 
[46-1 ustc J 9133]. 


Dividend payment is not deductible: Reg- 
istered notes were received in exchange for 
stock. Payments were made as “interest” 
upon the registered notes issued by a family 
corporation in exchange for four-fifths of 
its outstanding stock. The interest rate 
ranged from two to ten per cent, depending 
on the corporate profits and postponable at 
the discretion of the directors and where 
the registered notes could be, and were, sub- 
ordinate to the claims of the creditors. The 
registered notes were more in the nature of 
an equity or capital investment than a loan 
to the corporation. Capital stock outstand- 
ing was 5,000 shares of $100 par common 
stock, or a total of $500,000. The surplus 
was $473,000. All fifteen of the stockholders 
were members of the Talbot family. Each 
stockholder, under the plan, surrendered 
four-fifths of his stock and received his ali- 
quot share of the $400,000 issue of deben- 
tures. The Tax Court (and Circuit Court) 
could find no further purpose for the ex- 
change other than tax avoidance, and conse- 
quently the “interest” paid was treated as 
a dividend distribution. Held: Decision of 
the Tax Court was affirmed. Talbot Mills 
v, Commissioner, Sup. Ct., No. 47, January 
7, 1946 [46-1 ustc J 9133]. 
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Basis for depreciation includes adjusted 
basis of demolished buildings: The tax- 
payer, a corporation, bought certain land 
and buildings in New York City. Several 
years thereafter, the old buildings were de- 
molished with the intent to replace them 
with modern buildings. Such replacements 
were made accordingly. The taxpayer in- 
cluded the adjusted basis of the buildings 
demolished in figuring the basis for depre- 
ciation of the new buildings erected on the 
same premises. Held: Assuming that there 
was no intent to demolish at the time of 
acquisition, the taxpayer may include in its 
basis for depreciation of the new buildings 
the remaining adjusted cost of the demol- 
ished buildings less adjustment for salvage 
recovered thereon. Henry Phipps Estates v. 
Commissioner, 5 TC 964, October 22, 1945 
[CCH Dec. 14,795]. 


Obsolescence deduction disallowed: The 
life of the buildings had many years to run, 
but the use for which they were constructed 
(storage warehouse) had been discontinued 
in a prior year. Held: The taxpayer was 
not entitled to deduction for obsolescence. 
Deductions for depreciation had _ been 
claimed and allowed from year to year. 
The taxpayer failed to prove essentially that 
the useful life of the property was cut down 
and that depreciation deductions, for ordi- 
nary wear and tear, would be insufficient to 
restore the cost of the buildings before their 
usefulness ended. Unprofitable nature of 
business or mere shrinkage in value of com- 
modities is not sufficient ground upon which 
to claim deduction for obsolescence. South- 
eastern Building Corporation v. Commissioner, 
148 Fed. (2d) 879 [45-1 ustc 19270]; cer- 
tiorari denied, October 8, 1945 [66 Sup. Ct. 
52}. 


Trustee’s indemnification payment to co- 
trustees not deductible: The taxpayer, bene- 
ficiary of a testamentary trust, was also 


trustee with two others. One of the trus- 
tees was advised by its attorney that under 
the testatrix’s will the trustees were not 
authorized to retain as an investment cer- 
tain shares of stock. Accordingly, at the 
request of his co-trustees, the taxpayer 
agreed to indemnify them for any loss in- 
curred by retaining the illegal investment. 
In 1933, the stock became practically worth- 
less. Upon request, in 1936, the taxpayer 
gave his demand note for $235,000 to cover 
the loss sustained by the trust. In 1939, 
when this note had been fully paid, the tax- 
payer claimed a deduction for the amount 
on his income tax return. Held: The de- 
duction was disallowed, as the taxpayer 
did not incur loss in the discharge of his 
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duty as a trustee. Emory W. Clark et al. v. 
Kavanagh, CCA-6, December 7, 1945 [45-2 
ustc { 9467]. 


Interest paid by transferees on tax defi- 
ciencies deductible: Decedent’s estate was 
assessed an additional estate tax because of 
the Commissioner’s taxation of certain gifts 
of stock, as being made in contemplation of 
death. The estate, the widow and the two 
children as transferees paid the tax deter- 
mined by stipulation, with interest. Held: 
The interest paid by the transferees is de- 
ductible on their respective individual income 
tax returns under Section 23 (b) of I. R. C. 
Commissioner v. Henry W. Breyer, Jr., et al., 
CCA-3, August 31, 1945 [45-2 ustc f 9398]; 
no petition for certiorari will be filed. 


Legal fees of executor deductible: In 
1940, the taxpayer incurred legal fees in 
connection with a suit brought before State 
Supreme Court to establish the right to act 
as co-executor of her deceased husband’s 
estate and also to establish her right to ex- 
ecutor’s fees ater she had been disqualified 
by the County Orphans’ Court. She was 
reinstated. Legal fees of $50,000 claimed as 
a deduction on her return were disallowed 
by the Commissioner. The husband’s estate 
totaled about $30 million. Held: The de- 
duction allowed under Section 23 (a) of I. 
R. C., either as an ordinary and necessary 
business expense or as a non-business ex- 
pense, paid for the production or collection 
of income. Annie Laurie Crawford v. Com- 
missioner, 5 TC 91 [CCH Dec. 14,562]. 


Legal expenses deductible: In 1940, trus- 
tees paid out $25,000 for legal fees and 
expenses in connection with income tax liti- 
gation and for other legal advice, and claimed 
deduction therefor on the trust’s income tax 
return. The Commissioner disallowed the 
deduction and assessed the tax. Held: 
Trustees are entitled to deduction as non- 
business expense under Section 23 (a) (2) 
of I. R. C. The expenses were incurred 
“for the management, conservation or main- 
tenance of property held for the production 
of income” within the scope of the section, 
despite the fact that the trust had termi- 
nated and the trustees were under a legal 
duty to distribute the property among the 
remaindermen. It was immaterial that the 
expenses were not for the production of 
income. The government’s contention that 
expenses incurred on the distribution of the 
corpus were non-deductible because they 
pertained to the devolution of the trust prop- 
erty, was overruled. Section 19.23 (a)-15 of 
Regulations 103, which denies deduction of 
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expenses of tax litigation, held invalid. Trust 
u/w of Mary Lily Bingham v. Commissioner, 
65 Sup. Ct. 1232 [45-2 ustc J 9327]. 


Compromise settlement payment of al- 
leged penalty not deductible: The State of 
Texas instituted a suit to recover penalties 
for alleged violation of state anti-trust laws. 
The agreed judgment which was entered 
stated that the compromise payments were 
in full satisfaction of all claims for alleged 
violation of the law; but that thereunder the 
defendants did not admit, or estop them- 
selves to deny the truth of, the allegations 
stated against them in the petition. The 
Tax Court, following the case of Commis- 
sioner v. Heininger, 320 U. S. 467 [44-1 ustc 
{ 9109], held that both the compromise pay- 
ments as well as the legal fees and legal 
expenses incurred, were ordinary and nec- 
essary expenses paid or incurred in carrying 
on a trade or business. The Commissioner 
acquiesced in the decision as to the deducti- 
bility of the legal fees and legal expenses, 
but not as to the deductibility of the consent 
judgment paid to the State of Texas. Con- 
sequently, the Court of Appeals, in its opinion, 
discussed only the question of the deduction 
of the compromise payment of $50,000. 
Held: Sums paid in compromise of a suit 
to recover statutory anti-trust penalties are 
not deductible as ordinary and necessary 
business expenses. The Court stated, “The 
ultimate determinative inquiry upon this ap- 
peal is whether the deduction claimed was 
paid as a penalty. This is illustrated by 
cases where, due to a compromise settle- 
ment, the question of guilt or innocence was 
not established, yet the deduction claimed 
was disallowed to the extent that it repre- 
sented a payment to extinguish a cause of 
action to impose a penalty.” Commissioner 
v. Longhorn Portland Cement Company, 148 
Fed. (2d) 276 [45-1 ustc J 9242]; certiorari 
denied, October 8, 1945. 


Real estate taxes deductible by purchaser: 
The taxpayer acquired title to real property 
on September 30, 1940, after real estate 
taxes for the year ending June 30, 1941, had 
been assessed, but prior to the date on which 
lien for the first half of such taxes became 
effective, October 1, 1940. Under the local 
law, vendor of the real estate was not per- 
sonally liable for the taxes because he did 
not reside in the county in which the prop- 
erty was located. Consequently, there were 
no grounds for holding him personally liable 
for the taxes even if no tax lien existed on 
the date of transfer. The Commissioner 
contended that the taxes were not deductible 
by the purchaser and should be capitalized 


203 


accordingly. Held: Taxes are deductible 
by the purchaser, as he was paying his own 
taxes. The lien did not accrue against the 
property until after the property was trans- 
ferred to the name of taxpayer. Commis- 
stoner v. Robert LeRoy, CCA-2, November 7, 
1945 [45-2 uste | 9441]; also Commissioner 
v. Lawrence Operating Company, CCA-2, 
November 7, 1945 [45-2 ustc { 9442]. 


Contested state taxes deductible: The 
taxpayer, on accrual basis, did not pay Okla- 
homa state income tax on income derived 
from certain intangible property because it 
believed that neither such property, not hav- 
ing a taxable situs in the state, nor its in- 
come could be taxed. In 1940, the state 
proposed to assess the tax for the years 1936 
to 1938 inclusive. The taxpayer protested, 
and at the hearing it was held that the 
tax was owed. The tax was paid with 
interest, but the taxpayer notified the state 
of its intent to sue for recovery of taxes 
and interest paid. The taxpayer lost such 
suit in the U. S. District Court and Circuit 
Court of Appeals. In its 1940 federal in- 
come tax return, a deduction was claimed 
for the above taxes and interest paid. The 
Commissioner disallowed the deduction, and 
the taxpayer, after filing timely claim for 
refund, brought suit. Held: Tax and inter- 
est is deductible in the year in which it is 
paid by a taxpayer on the accrual basis, 
even though payment is made under protest 
and the taxpayer brings suit for recovery 
against the state. Chestnut Securities Com- 
pany v. U. S., Ct. of Cls., October 1, 1945 
[45-2 ustc J 9405]. 


Deduction for worthless stock denied: In 
1929, the taxpayer paid $32,500 for stock of 
a corporation which in 1932 went into re- 
ceivership. In 1934, when the receiver’s 
report showed but $40,000 of assets and over 
$707,000 of liabilities, a stockholders’ deriv- 
ative action was instituted against the direc- 
tors and officers. On her 1934 return, the 
taxpayer claimed a deduction for worthless 
stock. After the Commissioner disallowed 
the loss, the taxpayer did not appeal from 
this determination. On settlement of the 
stockholders’ suit in 1937, the taxpayer re- 
ceived $12,500, and on her 1937 return 
claimed a loss of $20,000, the difference be- 
tween the cost of the stock and the settle- 
ment amount received. Held: The Tax 
Court’s findings that facts were insufficient 
to establish that the stock became worth- 
less in 1937 were reasonable. The subjective 
test is not decisive in determining worth- 
lessness of stock. The standard is flexible 
and practical and varies with the particular 


facts. The Tax Court’s conclusion was a 
reasonable inference from the facts and is 
not reviewable. (Note: Deduction should 


have been claimed in 1935, and if disallowed 
then, again in 1936; for worthlessness ob- 
viously must have occurred either in 1935 or 
in 1936.) Lilliam Boehm v,. Commissioner, 66 
Sup. Ct. 120 [45-2 ustc f 9448]. 


Travel expenses disallowed: The tax- 
payer, a lawyer, resided since 1903 in Jack- 
son, Mississippi, where he voted, schooled 
his children, owned his home, practiced 
law as a member of firm bearing his name, 
etc. Beginning in 1906, he represented a 
certain railroad whose main office was lo- 
cated in Mobile, Alabama. Progressively, 
he served as trial counsel, special counsel, 
general solicitor and general counsel up to 
1940, at which time he was elected vice- 
president and general counsel of a merged 
railroad. In 1927, when he was offered the 
post of general solicitor, he was unwilling 
to accept it if it required him to move from 
Jackson to Mobile. It was agreed that he 
could continue to reside in Jackson pro- 
vided he paid his own traveling expenses 
as well as living expenses at both places. 
During the taxable years in question, the 
taxpayer devoted practically all of his time 
to matters pertaining to the railroad merger. 
During 1939, he spent 203 days in Jackson 
and sixty-six in Mobile, and made thirty- 
three trips; in 1940, 168 in Jackson and 102 
in Mobile, and made forty trips. On the 
1939 and 1940 income tax returns he de- 
ducted $900 and $1,620 respectively for 
traveling, meals and hotel expenses at Mo- 
bile. Held: Deduction for travel expenses, 
under Section 23 (a) (1) (A) of I. R. C. is 
denied. The Court stated that the necessary 
relationship between the expenses and the 
railroad’s business was lacking; consequently, 
the taxpayer was not entitled to the deduc- 
tion. Denial of the deduction to the tax- 
payer categorizes him as a mere commuter. 
Justice Rutledge, in his dissent, pointed out 
that the specific issue before the Court was 
the construction of the statute as to the 
meaning of the word “home.” The Tax 
Court had held that it meant “business head- 
quarters” and not “home” in the usual sense; 
but if Congress had meant that, it would 
have so stated. Despite the fact that this 
case involves law prior to the amendments 
of the Revenue Act of 1942, it is quite likely 
to encourage government’s denial to pro- 
fessional men and others of many similar 
deductions which should be allowed. Com- 
missioner v. J. N. Flowers, Sup. Ct., No. 145, 
January 2, 1946 [46-1 ustc § 9127]. 
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Gains and Losses 


Patent sales proceeds taxed as capital 
gain: The taxpayer, a chemist, was under 
employment contract to surrender to his 
employers all inventions which he might 
make or develop while in their employment. 
In the taxable year (1940), he realized 
$56,000 from the sale of a patent in which 
his employers were not interested. They 
gave him a carte blanche. The Commissioner 
taxed such sum in full as ordinary income. 
Held: Since the taxpayer was not an in- 
ventor by profession, and since all his pat- 
ents were assigned to, and claimed and 
secured by, his employers, the sale of the 
patent in question could not be construed as 
disposition of “stock in trade of the tax- 
payer”; hence, the gain from such consti- 
tuted a capital asset as defined by Section 
117 (a) (1) of I. R. C. and was taxable 
thereunder as a long-term capital gain. 
Maurice Bacon Cooke et ux. v. Commissioner, 
TC Memo, February 9, 1945 [CCH Dec. 
14,398(M) ]. 


Gain taxed to corporation rather than to 
individuals: Husband and wife owned all 
the stock of a corporation which agreed to 
sell its only asset, an apartment house. The 
buyer paid the corporation $1,000 deposit 
under an oral sales agreement, subsequently 
reduced to writing. The day after the attor- 
ney advised that the transaction would re- 
sult in heavy income taxes on the gain, the 
corporation declared a “liquidating dividend.” 
The stockholders turned in their stock and 
the building was deeded to them. Then the 
former stockholders as vendors individually 
contracted to sell the property on the same 
terms and conditions and applied the deposit 
of $1,000 received by the corporation against 
the purchase price. Held: The findings of 
the Tax Court that the sale was made by the 
corporation were accepted by the Supreme 
Court under the Dobson rule. The liquidat- 
ing dividend and the transfer of the title 
were mere formalities designed “to make 
the transaction appear to be other than 
what it was,” and thus to avoid tax liability. 
(Compare Meurer Steel Barrel Company, 
Inc. v. Commissioner, 144 Fed. (2d) 282 [44-2 
ustc J 9423].) Commissioner v. Court Hold- 
ing Company, 65 S. Ct., 707 [45-1 ustc J 9215]. 


Loss on sale of inherited residence de- 
ductible: The taxpayer’s mother occupied 
realty as personal residence up to the date 
of her death in 1936. Under the will, tax- 
payer acquired one-fifteenth interest there- 
in. Immediately thereafter the realty was 
placed on the market and was finally sold 
in 1940 at a loss. The taxpayer claimed a 
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net long-term capital loss of $820 from a 
transaction entered into for profit. Com- 
missioner disallowed the loss. Held: Loss 
is allowed as resulting from a transaction 
entered into for profit under Section 23 (e) 
(2) of I. R. C., subject to the limitations 
of Section 117. (Note: The Tax Court fol- 
lowed its decision in Campbell v. Commis- 
stoner, 5 TC 272 [CCH Dec. 14,614]; 
taxpayer was put to needless expense while 
the Commissioner was making up his mind 
what to do. No need for compelling a tax- 
payer to go to court with a case where 
facts are practically the same as those in a 
decision already rendered.) Sarah Fraser 
Robbins v. Commissioner, TC Memo., No- 
vember 9, 1945 [CCH Dec. 14,840(M)]. 
(See IJ. T. 3776, which holds that loss on 
inherited property not used as residence by 
the taxpayer is allowable, 1946-1-12203.) 


Gain on treasury stock sale taxable: The 
corporation bought in some of its own stock 
which it subsequently carried on its books 
as treasury stock. Thereafter, the stock was 
sold at a profit. There was no capital read- 
justment. The stock was purchased pursu- 
ant to charter provisions which prohibited 
its cancellation, retirement or redemption, 
except that reduction of stock could be made 
“in a manner authorized by law.” Under 
the charter the corporation was permitted 
to reissue the stock. Held: Taxable gain 
resulted from this transaction. Avitation 
Capital, Inc. v. Pedrick, 148 Fed. (2d) 165 
[45-1 ustc J 9219]; certiorari denied, Octo- 
ber 8, 1945 [66 S. Ct. 28]. See also Edwin 
L. Wiegand Company v. U. S., 60 Fed. Supp. 
464; [45-1 ustc J 9286]; Twin Coach Com- 
pany v. Geutsch, Dist. Ct., N. D., Ohio, E. 
Div., May 31, 1945 [45-2 ustc J 9358]. 


Losses recognized on affiliates’ stock: 
The taxpayer owned over eighty per cent 
of all classes of stock of two subsidiaries 
against which receivership proceedings had 
been instituted. During such proceedings 
and prior to final liquidation, the taxpayer’s 
treasurer purchased at public auction cer- 
tain of the taxpayer’s shares in the two 
companies, with the result that the taxpay- 
er’s holdings were reduced to less than 
eighty per cent. The Tax Court upheld the 
taxpayer’s recognition on the basis that Sec- 
tion 112 (b) (6) of I. R. C. (upon which 
the Commissioner also relied) was intended 
to cover situations in which a corporate tax- 
payer received property, not money, in a 
final and complete liquidation of another 
corporation. Since the taxpayer received a 
money distribution only, the statute did not 
apply. Held: Provisions of Section 112 (b) 
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(6) do not apply to the taxpayer’s losses on 
moneys received by it in complete liquida- 
tion of its subsidiaries; its losses, therefore, 
are recognized. The Court decided for the 
taxpayer because it found that the public 
auction sale of the stock to the treasurer 
was bona fide and that such sale did in fact 
reduce the taxpayer’s holdings in the sub- 
sidiaries below the eighty per cent called for 
in the statute; consequently, the statute did 
not apply. Commissioner v. Day & Zimmer- 
man, Inc., CCA-3, September 25, 1945 [45-2 
ustc J 9403]; no petition for certiorari will 
be filed. 


Loss allowed only if transaction closed: 
In 1930, the taxpayer bought as a single 
investment Chase National Bank stock and 
that of its affiliate, a securities corporation. 
No allocation of cost was made between the 
two separate securities at the time of pur- 
chase. Subsequently, in 1934, new cert?f- 
cates in exchange for the old ones were 
received in a nontaxable transaction. Held: 
No loss is allowable on the sale of the Chase 
National Bank stock alone, and no loss is 
sustained until the original transaction is 
closed by the sale of the stock of the affiliate. 
There was no measure of their fair market 
value which could be used for the purpose 
of apportioning the cost between the two 
securities when purchased. Spreckels-Rose- 
krans Investment Company v. Lewis, 146 Fed. 
(2d) 982 [45-1 ustc J 9142]. 


Holding Period of Securities 


Holding period dates back to subscription 
date: The taxpayer on January 7, 1938, sub- 
scribed for 448 shares of stock in a corpo- 


ration organized on January 10, 1938. 
Payment therefor was not completed until 
November 12, 1940, and the stock certificates 
were not issued until December 2, 1940. 
Subsequently, on February 28, 1941, the tax- 
payer surrendered his shares pursuant to dis- 
solution and realized a gain thereon. Held: 
The taxpayer became a shareholder in the 
corporation on January 10, 1938, and his 
gain on liquidation is reportable as a long- 
term capital gain. Edward R. Bacon v. Com- 
missioner, TC Memo., September 10, 1945 
[CCH Dec. 14,752(M) ]. 


Holding period dates back to partnership 
interest: In 1929, the partnership was dis- 
solved, and its assets, business and good 
will were taken over by a corporation, newly 
formed by the partners, who received di- 
rectly its shares of stock in proportion to 
their respective partnership interests. All 
the debts of the partnership were assumed 


by the corporation, and its undistributed 
profits were regarded as a loan by the part- 
ners to the corporation. Since the record 
consisted entirely of documentary evidence 
not in dispute, it is the function of both 
courts to construe the nature of the trans- 
action, and such construction is a matter of 
law. Held: The taxpayer’s stock was in 
exchange for his partnership interest (and 
not an exchange of interests in the assets 
of the partnership, as found by the Tax 
Court). Accordingly, upon sale of the stock, 
taxpayer was entitled, under Section 117(c) (1) 
of the Revenue Act of 1936, to tack onto the 
period during which he held the stock the 
additional period during which he had held 
the partnership interest exchanged for the 
stock. George H. Thornley et ux. v. Com- 
missioner, 147 Fed. (2d) 416 [45-1 ustc 
7 9139]; no petition for certiorari will be 


filed. 


Identification of Securities 


Identification rule applies to stock ac- 
quired through statutory merger: The tax- 
payer owned shares of the B Corporation. 
Upon surrendering her shares in a statutory 
merger of the A and B Corporations, she 
received shares of the A Corporation. Sub- 
sequently she sold some of these shares. 
Because she maintained proper records, the 
taxpayer was in a position to trace the shares 
she sold through stock certificate numbers 
to specific shares of the B Corporation, 
which she turned in for exchange. The 
Commissioner contended that the cost of 
each share in the A Corporation must be 
figured by dividing the total cost of the B 
shares, acquired at various prices and vari- 
ous dates, by the number of A shares re- 
ceived on the exchange. This average price 
per share would represent the cost per share 
to the taxpayer. Held: The identification 
rule applies to stock acquired through a 
statutory merger where the costs are trace- 
able. The court said: “It is the exact gain 
or loss where it is ascertainable on an in- 
vestment in stock that the law says must 
be the basis for taxpayer’s tax. If a stock 
owner keeps his account through any num- 
ber of stock movements so that when he 
sells certain shares he can trace their trans- 
migrations either singly or in certificates 
evidencing a plural number of shares to the 
investment in them, we can see no reason 
why this should not be done.” Amelia 
Davis Bloch v. Commissioner, 148 Fed. (2d) 
452 [45-1 ustc J 9230]; no petition for cer- 
tiorari will be filed. 
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Income 


Net slot machine income taxable to col- 
lector: The taxpayer operated an illegal 
slot machine business, the machines being 
placed in numerous local Moose lodge halls 
in Ohio. The local lodges received seventy- 
five per cent of the “take” as soon as the 
machines were opened and the money 
counted. Every month the taxpayer re- 
mitted by check five per cent to the state 
lodge association and kept twenty per cent 
for himself. For the year 1940, the Com- 
missioner included the $9,000 which the 
taxpayer remitted to the state office. Held: 
The taxpayer is not taxable on the money 
paid to the state association. He is taxable 
only on the $50,000, namely, twenty per cent 
of the total “take.” Horace Mill et ux. v. 
Commissioner, 5 TC —, No. 82, September 
11, 1945 [CCH Dec. 14,733]; acquiesced 
September 11, 1945. 


Dividends declared before but payable 
after date of death: The decedent died 
owning stock in corporations which de- 
clared dividends before he died, but pay- 
able in the future to stockholders of record 
subsequent to his death. Held: No ac- 
crual of income for dividends was declared 
on decedent’s final income tax return, under 
Section 42 of I. R. C. Estate of Henry W. 
Putnam v. Commissioner, 65 S. Ct. 811 [45-1 
ustc J 9234]. 


Option to buy stock taxed as compensa- 
tion: In December, 1934, the taxpayer’s 
employer gave him an option to buy 75,000 
shares of stock in another corporation at 
ten cents per share, at that time the market 
value as compensation for services rendered. 
In 1938, the taxpayer bought 34,000 shares 
with market value of $81,000, and in 1939, 
12,000 shares with a value of $72,000. Held: 
Excess of value of the stock over the option 
purchase price is taxable as compensation 
to the taxpayer in the year in whieh the 
option is exercised. It is immaterial that 
the value of the stock at the time the option 
was given was the same as the option price. 
Commissioner v. John H. Smith, 65 S. Ct. 
591 [45-1 ustc J 9187]. 


Income distributable to beneficiary: 
Rental obligations under leases were dis- 
charged by a lump settlement of $149,000 
in 1937 by the trustees of a bankrupt lessee. 
The trustees were counseled under Massa- 
chusetts law to allocate $57,000 over future 
years. The taxpayer, the beneficiary, re- 
ported $98,000 in his return and the trustees 
the balance. Commissioner contended the 
full amount was distributable and taxable 
to the beneficiary in 1937, the year of settle- 


Important 1945 Cases 








ment. Held: Since state law determines 
whether income is taxable to the fiduciary 
or the beneficiary, the case was remanded 
to the Tax Court for the purpose of show- 
ing how much income was received from 
the date of re-entry in October, 1932, to 
1937. Eleanor Saltonstall v. Commissioner, 
148 Fed. (2d) 396 [45-1 ustc J 9223]; no 
petition for certiorari will be filed. 


Amount received on surrender of life 
estate taxable as ordinary income: The tax- 
payer, a widow, was beneficiary of a 
$100,000 trust fund set up by her father-in- 
law. Her husband died in 1937, when she 
was thirty-two, leaving her only 120 shares 
of corporate stock. In order to establish 
her rights to the trust, the widow was con- 
fronted with considerable litigation; and 
with more to follow, she finally surrendered 
her life interest in the trust for $55,000. This 
settlement was made in 1940 with the ap- 
proval of the New Jersey Chancery Court. 
In her 1940 income tax return she showed 
a loss of about $9,000, determined as fol- 
lows: she subtracted the amount of money 
received, namely $55,000, from $64,000, the 
value of the life interest which she had under 
the will, figured in accordance with J. T. 
2076, based on her age, then thirty-six, in 
December, 1940. The Commissioner dis- 
allowed the $64,000 deduction. Held: The 
amount received was taxable to the widow 
as ordinary income in 1940; the deduction 
of $64,000 is disallowed. Beulah Eaton Mc- 
Allister v. Commissioner, 5 TC —, No. 87, 
September 13, 1945 [CCH Dec. 14,745]. 


Cash received in recapitalization taxable: 
The executor, pursuant to a recapitalization, 
exchanged the estate’s holdings of preferred 
stock for new preferred stock, common 
stock and cash. Being a recapitalization, 
the stock was not taxable. In 1920, 1928 
and 1930, the corporation had charged 
$844,000 of stock dividends to surplus. The 
book deficit being $400,000 and the corporate 
profits for the year ended January 31, 1937, 
$309,000, the corporation was unable to pay 
dividends to the stockholders under the. 
state law. Held: Cash received was tax- 
able as an ordinary dividend and not as a 
capital gain, as contended by the taxpayer. 
The Supreme Court admitted that the matter 
was one of statutory construction and that 
it was not wholly free from doubt. Com- 
missioner v. Estate of Edward T. Bedford, 65 
S. Ct. 1157 [45-1 ustce J 9311]. 


Embezzled funds not, per se, taxable in- 
come: The taxpayer embezzled funds from 
his employer and lost them in wagering. The 


[Continued on page 257] 
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By PAUL EDGAR SWAR 


The various forms “recapitalization” may take is limited only 
by the ingenuity of corporate officers and tax practitioners— 


NTIL RECENTLY many of us have 

not been giving sufficient consideration 
to the simple form of reorganization known 
as recapitalization. For years, both tax 
practitioners and the courts have devoted 
a great deal of time and effort to the various 
problems connected with the more complex 
types of reorganizations where two or more 
companies are involved. ‘“Recapitalization” 
was treated more or less like a stepchild, 
but now it appears that the child has come 
of age and, from this point on, will be of as 
much concern to tax attorneys and ac- 
countants as mergers, consolidations or 
other types of more complex reorganiza- 
tions. 


In the past, some of us were not fully 
aware of the fact that the two judicial 
policemen, business purpose and continuity 
of interest, might have jurisdiction over re- 
capitalizations as well as over other types 
of reorganizations. Certain decisions ren- 
dered in the past two years make it clear 
that we will have to reconsider the prob- 
lem. This matter is of the utmost im- 


portance because, of the different types of 
reorganizations, recapitalization is the one 
that occurs most frequently. Indeed, the 
corporation that has not had, or will not 
have, one or more recapitalizations during 
its existence is rare. This is especially true 
of closely held or family companies; this 
type of corporation gives rise to most of 
the problems. 

During the past decade, the courts have 
been narrowing constantly the channel of 
tax-free reorganizations where two or more 
corporations are involved. That channel, 
as regards the more complicated reorganiza- 
tions, has been reduced in size to the Bibli- 
cal eye of the needle, and it is difficult to 
see how it can be restricted much further 
without completely nullifying the provisions 
of the statute dealing with reorganizations. 
Now it appears that the same reducing treat- 
ments will be applied to recapitalizations. 


Legislative History 


The legislative history of recapitalizations 
is very simple. The first statutory definition 
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‘§ reorganization appeared in the Revenue 
\ct of 1921.27 Of the six subdivisions in the 
present definition of reorganization in Sec- 
tion 112 (g) (1), only two have remained 
unchanged since 1921. One of these is re- 
capitalization” “Strange as it may seem, 
the least is known about the provisions that 
have been in longest.”* In view of recent 
decisions of the Tax Court it is quite ob- 
vious that we will know a great deal more 
about recapitalizations in 
iuture.* 












the very near 






As just stated, the legislative history of 
‘recapitalization is simple, but that is where 
the simplicity, ceases. 







1 Section 202 (c) (2), 

2 The other subdivision that has continued 
unchanged is that relating to ‘‘a mere change 
in identity, form, or place of organization, how- 
ever effected.’’ 

*Mertens, Law of Federal Income Taxation, 
Vol, 3, Sec. 20.71. 

‘The other neglected part of the reorganiza- 
tion definition—mere change in identity, etc.— 
has also been receiving more attention in view 
of the various carry-over provisions in the law, 









Recapitalization 













What is a Recapitalization? 


Since there is nothing to the contrary in 
the Committee Reports, it must be assumed 
that Congress used the term “recapitaliza- 
tion” in its ordinary meaning. Accordingly, 
for our purposes, a recapitalization may be 
defined as the re-shuffling of a capital struc- 
ture within the framework of an existing 
corporation® To be more precise, a re- 
capitalization signifies an arrangement 
whereby the outstanding securities of a cor- 
poration are readjusted as to amount, income, 
or priority, or an agreement of stock- 
holders and creditors to change and increase 


including capital losses, operating losses and 
unused excess profits credits. The problem of 
course is whether the new corporation is en- 
titled to the carry-overs of the old. Compare, 
New Colonial Ice Co., Inc. v. Helvering, 292 
U. S. 435. Prior to the enactment of Sec. 718 
(c) (5), this type of reorganization also resulted 
in a reduction in invested capital where the cor- 
poration had a deficit in earnings and profits. 

5 Helvering v. Southwest Consolidated Corpo- 
ration, 315 U.S, 185. 
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or decrease the capitalization or debts of 
the corporation.® 


Certain transactions, though technically 
recapitalizations since they involve a rear- 
rangement of the capital structure, are not 
treated as such for tax purposes. For ex- 
ample, a stock dividend or a redemption of 
stock for cash both work changes in the 
capital structure of a corporation, but 
neither is within the province of our dis- 
cussion. Also, a mere reduction in the par 
value of stock constitutes a recapitalization 
in the larger sense of the word." How- 
ever, the types of recapitalization with 
which we are concerned are those in- 
volving exchanges® of stock or securities, 
i. e., stock or securities of the same cor- 
poration.® 


Examples of Recapitalizations 


The various forms that a recapitalization 
can take are legion and are limited only by 
the ingenuity of man, or to be more specific, 
by the ingenuity of corporate officers and 
tax practitioners. The regulations” con- 
tain four examples of recapitalization. 
Briefly ,they are as follows: 


1. A corporation with $200,000 par value 
of bonds outstanding, instead of paying 
them off in cash, discharges them by issuing 
preferred shares to the bondholders.” 


2. A surrender to a corporation for can- 
cellation of twenty-five per cent of its pre- 
ferred stock in exchange for no par value 
common stock. 


3. The issuance by a corporation of new 
preferred stock for outstanding common 
stock. 


4. The exchange of a corporation’s out- 
standing preferred stock having certain 
priorities with respect to dividends and dis- 
tributions upon liquidation, for a new issue 
of common stock. 


While the regulations contain only four 
examples it will be noted that they cover 
a lot of territory. Broadly speaking, these 
examples include the more common types 
of recapitalizations, namely, a surrender of 
bonds for preferred stock, a surrender of 


6S. M. 3710, C. B. June 1925, p. 4. 

7G. C. M. 8175, C. B. Dec. 1930, p. 134. 

8 The mere surrender to a corporation of cer- 
tain shares of stock to be cancelled, with noth- 
ing to be received from the corporation in 
exchange therefor, is not within the reorganiza- 
tion provisions, and, depending upon the facts, 
May give rise to a deductible loss. Helene B. 
Burdick, Ex., 20 BTA 742 [CCH Dec, 6304]; 
affirmed (CCA-3), 59 F. (2d) 395; Julius C. Mil- 
ler, 45 BTA 292 [CCH Dec. 12,105]. 
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some of the preferred stock for common 
stock, a surrender of all of the preferred 
stock for common stock, and a surrender of 
some of the common stock for preferred 
stock. Conspicuous by their absence are 
recapitalizations which involve a surrender 
of bonds for other bonds, or a surrender of 
common stock for bonds, or a surrender of 
common stock for common stock and bonds. 
More will be said about these forms of re- 
capitalization later. Before going any fur- 
ther it should be stressed that at this point 
we are merely endeavoring to determine 
what kind of transactions come within the 
scope of the term “recapitalization,” not 
whether the exchanges in connection there- 
with are taxable or non-taxable. 


Further Examples 


Some of the different forms of recapitali- 
zation which have been the subject of liti- 
gation are as follows: 


(a) A corporation had outstanding first 
and second preferred stock and $100 par 
value common stock. The company deemed 
it advisable to eliminate an existing deficit 
in order to present a better financial state- 
ment. To accomplish this result the second 
preferred stockholders voluntarily  sur- 
rendered twenty-five per cent of their hold- 
ings of second preferred stock. Certain of 
the second preferred stockholders also 
owned all of the common stock. Simultane- 
ously with the reduction of the second 
preferred stock, the charter of the company 
was amended to change the $100 par value 
common stock to no par value common, and 
each of the holders of common stock re- 
ceived 200 shares of the new no par common 
stock in lieu of each share of the old com- 
mon. No change was made in the first pre- 
ferred stock. Such transaction, it was held, 
worked a recapitalization. The taxpayer- 
stockholders were not entitled to deduct 
any loss which they claimed they sustained 
upon the surrender of twenty-five per cent 
of the second preferred stock, since such 
surrender did not result in any change in 
the proportionate interest of the taxpayers 
in the second preferred stock outstanding.” 


®* The changing of the par value of stock of 
Corporation A and the refunding of its bonds, 
owned by Corporation B, followed by a distribu- 
tion of the new bonds to B’s stockholders, is 
not a recapitalization of B. Burns v. Commis- 
sioner, 76 F. (2d) 937. 

10 Reg. 111, Sec, 29.112 (g)-2. 

11In Reg. 94, under the Revenue Act of 1936. 
the phrase ‘‘par for par’’ appeared in this ex- 
ample. No similar phrase has been contained 
in any of the subsequent regulations, 

12 Benjamin W. Fredericks, 21 BTA 433 [CCH 
Dec. 6500]; affirmed 58 F. (2d) 687. 
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(b) A corporation and its stockholders 
igreed upon a plan to procure additional 
working capital for the corporation, which 
involved the following steps: the surrender 
of seventy-five per cent of the outstanding 
stock (which consisted of common and pre- 
rerred) by the stockholders; the amendment 
f the corporate charter to provide for 
Class A and Class B stock in place of the 
old preferred and common; the issuance of 
twenty-five per cent of the new stock for 
the twenty-five per cent of the old stock re- 
tained; and the purchase of new stock by 
some of the stockholders. It was held that 
. recapitalization resulted and that the tax- 
payer was not entitled to any loss for the 
stock surrendered.” 


(c) A corporation offered to exchange 
preferred stock, previously authorized but 
then unissued, for outstanding common 
stock. A part of the common stock out- 
standing was exchanged in accordance with 
the offer. It was held that such exchanges 
effected a recapitalization of the company.” 
One interesting feature of this case is the 
novel contention made by the Commissioner 
to the effect that the exchanges fell short of 
effecting a recapitalization because not all 
of the stockholders participated. With re- 
spect to this argument the Board stated: 


“There was ‘a readjustment of existing 
interests... New priorities as to the com- 
pany’s assets and earnings were assumed 
upon the issue of the preferred stock, which, 
together with the reduction in the common 
stock outstanding, effected a revision of the 
existing interests of the common. stock- 
holders. It cannot be denied that such re- 
adjustments affecting the capital of the 
company constitute a recapitalization.” 


(d) Common stock was exchanged for 
Class A stock.* 


(e) Preferred stock was surrendered for 
bonds or debentures.” 


(f) Preferred stock was surrendered for 
new preferred stock and debentures.” 


% Walter F. Hass, 29 BTA 900 [CCH Dec. 
8379]. 

4H. E, Muchnic, Admr., 29 BTA 163 [CCH 
Dee. 8258]. 

' Chester A. Souther, 39 BTA 197 [CCH Dec. 
10,576]; Elmer D. Biechler, 40 BTA 184 [CCH 
Dec. 10,776]. 

1 Kirby, 35 BTA 578 [CCH Dec. 9594]; aff'd 
102 F, (2d) 115; Stirn, Inc., 39 BTA 143 [CCH 
Dec. 10,566]; Terhune, 40 BTA 750 [CCH Dec. 
10,838]; Annis Furs, Inc., 2 TC 1096 [CCH Dec. 
13,605]; Capento Securities Corp., 47 BTA 691 
{CCH Dec. 12,843]; aff'd 140 F. (2d) 382. 


% Mary N. Crofoot, TC Memo. [CCH Dec. 
14,364(M)], Jan. 25, 1945. 
‘8 Arthur J. Hooks, TC Memo. [CCH Dec. 


14.111(M)], Aug. 22, 1944. 
'® Bass v. Commissioner, 129 F. (2d) 300. 
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(g) Six per cent cumulative preferred stock 
was surrendered for twenty-year five per 
cent promissory notes. All of the preferred 


stock was retired leaving only common stock 
outstanding.” 


(h) One-half of the common stock (the 
only stock then outstanding) was surrendered 
for the new preferred stock, and the remaining 
common shares were split up two for one.” 


(1) Common stock was surrendered for 
common and preferred stock.” 


(j) A corporation having outstanding com- 
mon shares of no par value and seven per cent 
preferred shares issues four $25 par value 
common shares in exchange for each old 
common shares and a twenty five-year five 
per cent debenture bond in exchange for 


each preferred share, both of equal face 
amount.” 


(k) A change from par to no par value 
stock was coupled with the issue of rights 
to subscribe to bonds convertible into 
stock. It was held that the rights were 
issued in connection with a recapitalization 
and that no gain to the stockholders was 
recognized upon receipt of the rights. 


(1) Debentures were surrendered for de- 
bentures.?”” 


(m) Common stock was surrendered for 
common stock and debentures.”*° 


Refinancing v. Recapitalization 


For years the Commissioner took the po- 
sition that an exchange of bonds for bonds 
of the same corporation, with no concomit- 
ant exchange of capital stock, was a refinanc- 
ing rather than a recapitalization within the 
meaning of the reorganization provisions,” 
The result was that until relatively recently, 
exchanges of bonds for bonds under such 
circumstances were considered to result in 
gain or loss. Then came the now famous 
Neustadt’s Trust case,” decided by the Board 
in March, 1941, and affirmed by the Second 
Circuit in 1942, involving debentures of 


20H. Y. McCord, 31 BTA 342 [CCH Dec. 8732]. 

21 Clarence J. Schoo, 47 BTA 459 [CCH Dec. 
12,802]. 

21a Special ruling, 452 CCH { 747.462. 

2b Trust under Will of Sigmund Neustadt, 43 
BTA 848 [CCH Dec. 11,696]; aff’d 131 F. (2d) 
528. 

z1e Bazley, 4 TC 897 [CCH Dec. 14,423]; Adams, 
5 TC 351 [CCH Dec, 14,631]. 

27. T. 2035, C. B, June, 1924, p. 55; Special 
Ruling involving bonds of Boston & Maine Rail- 
road. To the same effect, ruling involving 
Baltimore & Ohio R. R. Co. The B. & O. ruling 
was in effect held invalid by the Tax Court in 
Pan-American Trust Co., TC Memo. [CCH Dec. 
14,587(M)], May 28, 1945. 

23 Commissioner v. Neustadt’s Trust, et al., 
131 F. (2d) 528; affirming 43 BTA 848. 
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Paramount Pictures, Inc., holding that the 
position taken by the Commissioner for 
over twenty years was erroneous. 


The taxpayer owned $125,000 par value 
of six per cent debentures of Paramount 
Pictures due January 1, 1955. In 1937, pur- 
suant to an offer of the company, the tax- 
payer exchanged the six per cent debentures 
for new three and one-quarter per cent de- 
bentures of a like face amount. No change 
of any kind was made in the outstanding 
stock of Paramount. 

The Commissioner’s argument opposing 
the taxpayer’s contention that the transac- 
tion constituted a recapitalization was logi- 
cally simple. It ran like this: the capital 
of a corporation consists only of its stock; 
hence, to recapitalize involves a rearrange- 
ment of the capital stock; and a plan en- 
visaging only a rearrangement of funded 
indebtedness cannot be a recapitalization. 
At first glance this argument appears 
sound. The principal point stressed by the 
Board was that the term “recapitalization” 
has a broader meaning than that urged by 
the Commissioner. Pointing out that the 
purpose of the reorganization provisions 
was to remove “the danger that taxable 
sales can be cast into the form of a re- 
organization, while at the same time legiti- 
mate reorganizations, required in order to 
strengthen the financial condition of the 
corporation, will be permitted” and that 
the less drastic the planned rearrangement 
of corporate interests, the more probable 
that Congress intended no gain or loss 
to be recognized, the Board stated: 

“If the non-recognition sections would 
operate here, had the proposed refinancing 
included changes in the capital stock—which 
we understand respondent to concede—it 
cannot be consistent to say that they are 
less operative merely because ‘desirable 
business readjustments’ demand a less radi- 
cal plan contemplating merely a rearrange- 
ment of the funded debt.” * 

While the Board reached the correct re- 
sult, it seems to me that it missed the crux 
of the matter, which is that in common 
financial parlance, long term funded debt 
is regarded as a part of the capital struc- 
ture of a corporation. It will be recalled 
that recapitalization was defined herein as 
the re-shuffling of a capital structure as dis- 
tinguished from capital stock. Accordingly, 
any transaction which results in the re- 
shuffling of any part of the capital structure 

**Ways and Means Committee Report 


Congress, 2d Session, H. Rept, 704, p. 
lating to the 1934 Act. 
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of a corporation—for example, the funded 
debt—is within the term “recapitalization” 
even though there is no simultaneous re- 
adjustment of stock. This is precisely the 
point made by the Second Circuit in affirm- 
ing the Board’s decision. Judge Swan of 
the Second Circuit very.appropriately pointed 
out that two other agencies of the federal 
government—the Securities and Exchange 
Commission and the Interstate Commerce 
Commission—treat funded debt as part of 
the capital structure. Referring to the com- 
mon usage of the term “capital structure,” 
Judge Swan stated, “A court is justified in 
believing that when Congress employs in 
tax law words having a well-defined mean- 
ing in the business world, it uses them with 
that meaning in the absence of clear evi- 
dence to the contrary.” 


That the new debenture of bonds received 
in a transaction of this kind are convertible 
into common stock at the option of the 
holders is not material. In fact the new 
debentures in the Paramount case were con- 
vertible. That fact was practically disre- 
garded in the decision. However, in a later 
case, the convertible feature was strongly 
relied upon by the Commissioner in an at- 
tempt to distinguish the Paramount case. 
In this later case,” the taxpayer had sold 
the new bonds, and the question was 
whether the basis of such bonds was the 
fair market value at the date of the ex- 
change or whether it was the same as the 
basis of the old bonds. In this case, the 
new bonds did not have the convertible fea- 
ture; and in attempting to distinguish the 
Paramount case the Commissioner argued 
that the convertibility of the Paramount 
debentures created a potential change in the 
capital structure of Paramount, that it was 
this feature that brought the Paramount 
transaction with the statute, and that, con- 
versely, the absence of such a “potential” 
in the instant case excludes the situation 
from the provisions of the statute. This 
argument, of course, was not very success- 
ful; in fact it appears that the Commissioner 
himself was not actually convinced by its 
logic. The Board was quick to point out 
that the convertible feature of the deben- 
tures in the Paramount case played no part 
in the decision and that accordingly there 
was no basis for distinguishing the two 
situations. 


The result reached in these cases seems 
sound and is in harmony with the two broad 
purposes of the reorganization provisions of 


2% Jeanne G. Miller, TC Memo. 
13,809(M)], March 14, 1944. 
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the statute indicated by Congress: (1) to 
encourage legitimate reorganizations re- 
quired to strengthen the financial condition 
of a corporation, and (2) to prevent losses 
from being established by security holders 
(bondholders or stockholders) who have 
received the new securities without chang- 
ing substantially their original investments. 
It is refreshing to see that, at least in some 
instances, the courts, if not the Commis- 
sioner, construe the language of a statute 
in its ordinary sense.” 

An exchange of bonds of one company 
for bonds of another company is, of course, 
not a recapitalization because two corporate 
entities are involved. Thus, the Tax Court has 
held that an exchange of bonds of Associated 
Gas & Electric Company, for a like par 
value of bonds of one of its subsidiaries, was 
not within the non-recognition provisions of 
the statute.” The reshuffling did not take 
place within the frame work of one cor- 
poration and there was no basis for ignoring 
the separate entity of either company. 


Dividend Arrearages 
and Accrued Interest on Bonds 


A problem that arises frequently in re- 
capitalizations relates to arrearages of divi- 
dends on preferred stock. Indeed, the 
motivating factor in a great number of legiti- 
mate recapitalizations is the desire of the 
management to get rid of unpaid accumu- 
lated dividends. While some cash is or- 
dinarily distributed in recapitalizations 
involving dividends arrearages, generally 
the greater portion of the arrears is dis- 
charged with other securities, either stock 
or bonds. The plan of reorganization in 
some cases will specifically allocate a certain 
portion of the new securities issued to the 
accumulated dividends and in other cases 
might treat it as a “basket” transaction, i. e., 
the new securities are issued in exchange 
for the old preferred stock and accrued divi- 
dends without designating the amount in- 
tended to cover the arrearages in dividends. 


South Atlantic Steamship Line 
Decision 


One of the first decisions, squarely on the 
point, is the South Atlantic Steamship Line.” 


26 In the light of present day tax administra- 
tion and the perplexing language of certain 
provisions of the Code, the following words 
uttered by the United States Supreme Court 
almost seventy-five years ago sound strange in- 
deed: ‘‘The words of the statute are to be 
taken in the sense in which they will be under- 
stood by that public in which they are to take 
effect. Science and skill are not required in 


Recapitalization 








The taxpayer owned 150 shares of eight per 
cent cumulative preferred stock of the 
Southern Fertilizer & Chemical Company. A 
period of deflation and depression started in 
the fertilizer industry about 1920; by May 
31, 1935, the unpaid accumulated dividends 
on Fertilizer’s preferred stock, which had 
never been expressly declared, aggregated 
$537,426.66. The need for some readjust- 
ment of the capital structure of Fertilizer 
was obvious. The plan finally agreed upon, 
insofar as it is material to this discussion, 
was as follows. In exchange for the pre- 
ferred stock the company issued to the hold- 
ers twenty-five-year five per cent debentures 
with a face value of $474,200. In payment 
of the arrears in dividends, the preferred 
shareholders received cash in the sum of 
$37,426.66 and new non-cumulative pre- 
ferred stock and scrip. 


The Commissioner took the position that 
the right to the undeclared accumulated 
dividends was separate and apart from the 
preferred shares and that, therefore, the new 
non-cumulative preferred stock received by 
the taxpayer in exchange for the arrears 
was taxable as a dividend. He also urged in 
the alternative that the taxpayer realized 
recognizable gain on the receipt of the new 
preferred stock, bonds and cash over and 
above the extent of the cash received. This 
alternative argument was predicated upon 
the ingenious contention that the right to 
the dividend arrears was separate from the 
stock itself; that, therefore, the taxpayer 
exchanged stock and the right to dividends, 
for stock, bonds and cash, and therefore the 
exchange was not within the scope of Sec- 
tion 112 (b) (3) (or Section 112 (c) (1)) 
since the taxpayer did not surrender in the 
exchange solely stock or securities. 


The alternative argument was quickly 
answered by the Board on the ground that 
the accumulated dividends had never been 
declared, hence were not debts* and there- 
fore could not be divorced from the shares 
upon which they were based. Accordingly, 
the exchange was within the provision of 
Sections 112 (b) (3) and 112 (c) (1). 

The Board’s conclusion with respect to 
alternative argument, of course, made the 
principal contention of the Commissioner, 
that the new preferred stock received was 


their interpretation.’”’ 
496, 84 U.S. 728. 

27 Truman H. Newberry, TC Memo, 
Dec. 14,604(M)], June 6, 1945. 

27 42 BTA 705 [CCH Dec, 11,306]. 

78 Accumulated dividends are not debts of the 
corporation until they are declared. See Hel- 
vering v. McGlue’s Estate, 119 F. (2d) 167. 


U. 8. v. Isham, 17 Wall 
[CCH 
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taxable as a dividend, untenable. As soon 
as it is determined that an exchange is 
within Section 112 (b) (3) and that no gain 
is recognized upon the receipt of stock or 
securities in the exchange, the dividend pro- 
visions of the statute are inapplicable, for 
Section 115 (h) expressly provides that a 
distribution by a corporation of its stock or 
securities does not constitute a distribution 
of earnings if no gain to the distributee 
from the receipt of the stock or securities 
is recognized. 


Skenandoa Rayon Corporation 
Decision 


The next case to involve the treatment 
of dividend arrearages in a recapitalization 
was Skenandoa Rayon Corporation.” In this 
case, the taxpayer was on the other side of 
the fence. The taxpayer was the recapital- 
ized corporation claiming a dividends’ paid 
credit under Section 27 (h) of the 1936 Act 
for the amount of the accrued dividends dis- 
charged in the recapitalization. In exchange 
for each share of $7 cumulative preferred 
stock outstanding on which the arrears 
amounted to $45.50 per share, the taxpayer 
issued 1.4 shares of new $5 preferred stock 
plus $5.50 in cash. The taxpayer’s point 
was that since the primary object of the 
reorganization was to eliminate the arrears 


in accumulated dividends, the stockholders 
simply surrendered their rights to dividends 
of $45.50 per share in consideration of the .4 
per share of new stock, which was a capi- 
talization of $40 of earnings, and $5.50 cash; 
and that, therefore, they in effect received 


a dividend of $45.50. (The Commissioner 
had allowed the $5.50 in cash as a dividends’ 
paid credit and only the $40 of stock was 
disputed.) The Commissioner’s argument 
in this case was practically identical to the 
taxpayer’s arguments in the South Atlantic 
Steamship Line case; that is, that the trans- 
action was a recapitalization, and that since 
the exchange was within Section 112 (b) 
(3), Section 115 (h) precluded any part of 
the new stock from being a distribution of 
earnings. Unable to distinguish this case 
from the prior case, the Board concluded 
that the .4 share of new preferred stock did 
not constitute a dividend. 

242 BTA 1287 [CCH Dec. 
122 F. (2d) 268. 

3°46 BTA 753 [CCH Dec. 12,467]; reversed 135 
F. (2d) 201. 

“The court in this connection cited the de- 
cision of the second Circuit, affirming the 


Board’s decision in the Skenandoa Rayon Corp. 
case, wherein the taxpayer took the same posi- 


11,388]; affirmed 


Elizabeth Morainville Decision 


A factor common to both cases mentioned 
above was that the unpaid accumulated 
dividends were not declared, and the ab- 
sence of a declaration formed the basis for 
the conclusion that the dividend arrears 
could not be treated as separate and apart 
from the stock in order to remove the ex- 
change from Section 112 (b) (3). The next 
question that inevitably arises is whether 
the result is any different even if a declara- 
tion is present. It was not very long be- 
fore the Board of Tax Appeals had to strug- 
gle with this problem. It was presented in the 
Elizabeth Morainville case Preferred share 
dividends being in arrears, the corporation 
adopted a recapitalization plan under which 
shareholders received some cash and two 
Series B shares, declared and accepted as the 
dividend in arrears, and four Series B shares 
in exchange for each share of old preferred. 
There was no question about the cash, the 
only contention concerning the treatment of 
the two shares which were distributed pur- 
suant to the declaration of the accumulated 
dividends. ‘The Commissioner, of course, 
argued that since the two shares were dis- 
tributed pursuant to the declaration, they 
were taxable as a dividend. The taxpayer, 
on the other hand claimed that the entire 
arrangement was an integrated reorganization, 
and that if the transaction was considered 
as a whole, it was within the rule laid down 
in the South Atlantic Steamship Line and 
Skenandoa Rayon Corporation cases. The 
Board rejected the taxpayer’s view without 
giving it due consideration, much to the 
Board’s later chagrin, for not only did the 
Sixth Circuit reverse the Board, but the 
3oard overruled its own decision in a later 
case. In reversing the Board and deciding 
in favor of the taxpayer, the Sixth Circuit 
held that Section 112 (b) (3) blocked the 
Commisioner’s argument because the rights 
to dividend arrears were securities. Hence, 
in the exchange stock and securities were 
surrendered and Section 112 (b) (3) ap- 
plied.™ As indicated before, if the gain upon 
an exchange is unrecognized under Section 
112 (b) (3), then Section 115 (h) automati- 
cally forecloses any argument that any part 
of the stock or securities received in the 
exchange constitutes a taxable distribution. 


tion that the Commissioner took in the Morain- 
ville case. There, the second Circuit expressed 
the opinion that even rights to undeclared divi- 
dends, if they can in fact be treated as separate 
from the stock itself, are securities—‘‘a curious 
security to be sure, but nevertheless a security.’’ 
Cf. Lloyd Smith v. Commissioner, 116 F, (2d) 
646. 
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Knapp Monarch Company Decision 


The case in which the Board overruled its 
prior decision in the Morainville case is Knapp 
Monarch Company,” wherein it was also held 
that the new stock issued to cover the arrear- 
ages was not a taxable dividend. The timing is 
interesting—the Board overruled itself be- 
fore the Sixth Circuit had a chance to re- 
verse it. Stranger is the fact that the Knapp 
Monarch decision did not require an over- 
ruling of the Morainville case, because it is 
distinguishable on the facts. In the Morain- 
ville case the clear-cut dividend declara- 
tion of the arrears was in no way tied in 
with the exchange, whereas in the Knapp 
Monarch case the ambiguity of the declara- 
tion of a dividend “in consideration of the 
exchange of” the old shares for the new 
made the declaration an integral part of the 
exchange. 


Scrip issued in satisfaction of accrued and 
accumulated dividends in a recapitalization 
also has been held not taxable as a divi- 
dend.* Of course, the issuance of the scrip 
was an integral part of the exchange of the 
old shares for the new. 


Implication of these Decisions 


The conclusion to be drawn from these 
decisions is that new stock received on ac- 
count of dividend arrearages in connection 
with a recapitalization does not constitute a 
taxable dividend, irrespective of whether it 
is a basket transaction or whether a certain 
portion of the new stock is specifically des- 
ignated as being allocable to the arrears, 
and irrespective of whether the arrears are 
declared or undeclared. To avoid contro- 
versy with the Bureau, however, it is pre- 
ferable, in my opinion, not to declare the 
arrearages, because the presence of a decla- 
ration makes it necessary to prove definitely 
that the issuance of the new stock in dis- 
charge of the declared dividends was an 
integral part of the over-all plan.“ In other 
words, a declaration increases the taxpaver’s 
burden of proof. 


What is said above applies also to accrued 
interest on bonds which is satisfied in a re- 
capitalization with securities of some kind 
and cash. For example, in a recent case,” a 
taxpayer held $25,000 principal amount of 
mortgage bonds of a corporation on which 
the accrued and unpaid interest amounted 


824 TC 59 [CCH Dec. 12,881]; affirmed 139 F. 
(2d) 863. 

33 Globe News Publishing Co., 3 TC 1199 [CCH 
Dec. 14,065]. 

% Compare G. C. M. 5180 C. B. December. 
1928, p. 110, involving the treatment of amounts 






Recapitalization 





to about $5500. In a statutory recapitaliza- 
tion of the corporation, the taxpayer received 
in exchange for the old bonds and accrued 
interest, new income bonds in the face 
amount of $27,500 and cash of $3,000. Upon 
the authority of the dividend arrearage cases 
mentioned above, the Tax Court rejected 
the contention of the Commissioner that the 
taxpayer had received $5500 of interest in- 
come made up of $2500 in new bonds and 
$3000 in cash, and held that only $3000 was 
recognized, and then not as interest income, 
but merely as a gain under Section 112 


(c) (1). 


Business Purpose and 
Continuity of Interest 


In addition to the statutory requirements 
of a tax-free reorganization, the courts have 
developed other basic requirements, includ- 
ing “business purpose” and “continuity of 
interest.” The business purpose test, as you 
all know, had its origin in the Gregory case 
decided by the Supreme Court in 1935.” 
Continuity of interest made its first appear- 
ance in Pinellas Ice & Coal Storage Co. v. 
Commissioner,” decided by the Supreme 
Court in 1933, and gained additional prestige 
in Le Tulle v. Scofield™ decided in 1940, 


Under the doctrine of the Gregory case, 
the transaction must serve a business pur- 
pose of the corporation if it is to qualify as 
a tax-free reorganization. While reducing 
tax liability will not of itself remove the 
transaction from the scope of the non- 
recognition provisions of the statutes—in 
fact the courts have consistently held that 
the tax saving features are neutral—a plan, 
though complying literally with the terms 
of the statute, will not be within the ambit 
of the tax free reorganization provisions if 
it has no business purpose. Furthermore, 
as we shall see later, the business purpose 
must be that of the corporation, not of the 
stockholders. In brief, the reorganization 
must be undertaken for a business reason 
and not merely for the purpose of reducing 
or avoiding taxes. 

I have no intention of tracing the history 
and growth of the business purpose doc- 
trine from the date of the Gregory decision 
up to the present time. However, before 
proceeding further, I think it will be worth 
while to refresh our memories as to the 


received upon the redemption of stock to cover 
dividends previously declared. 

*% Koppers United Co., TC Memo, [CCH Dec. 
13,206(M)]; May 13, 1943. 

3% Gregory v. Helvering, 293 U. S. 465. 

37 287 U. S. 462. 
* 308 U. S.. 415. 














facts of the Gregory case and some of the 
statements made by the Court in that case. 
(1 will wager that in 1935 when the Su- 
preme Court wrote the Gregory opinion, not 
one tax practitioner in a thousand believed 
that the business purpose test, laid down 
therein, would ever be applied to recapitali- 
zations.) Few indeed are the conferences 
on tax problems at which the Gregory case is 
not mentioned; few are the revenue agents 
who do not flaunt the Gregory case in the 
face of taxpayers upon every possible oc- 
casion (and many times when there is no 
occasion); and paradoxical as it may seem, 
few of us can recite the general facts or 
remember the language of the court. 

3riefly, the facts in the Gregory case are 
as follows: 


Evelyn F. Gregory owned all of the stock 
of Corporation A. A, in turn, owned, among 
other assets, 1000 shares of stock of Cor- 
poration B. Evelyn Gregory wished to sell 
the 1000 shares with a minimum of tax lia- 
bility on the sale. In order to sell the shares 
personally, she would first have to receive 
them as a dividend from A, which, of course, 
would have been subject to the surtax. 
Hoping to avoid the receipt of an ordinary 
dividend, she took the following steps: She 
caused the organization of Corporation C, 
and three days after its creation caused A 
to transfer the 1000 shares of B to C, for 
which stock C issued its shares to A, and A 
in turn distributed the shares of C to Evelyn. 
Three days after this transaction occurred, 
C, the new corporation, was liquidated and 
dissolved. Evelyn, of course, received the 
B stock in liquidation of C in exchange for 
C stock. Then she immediately sold the B 
stock she had received in liquidation. 


Under Section 112 as it then read, all of the 
foregoing steps were within the literal terms 
of the tax-free exchange provisions, except, 
of course, the liquidation of the new cor- 
poration. 


Upholding the Commissioner’s contention 
that the net effect of the scheme was merely 
the distribution of a dividend, the Supreme 
Court said: 


“Putting aside, then, the question of mo- 
tive in respect of taxation altogether, and 
fixing the character of the proceeding by 
what actually occurred, what do we find? 
Simply an operation having no business or 
corporate purpose—a mere device ... the 
sole object and accomplishment of which 
was the consummation of a preconceived 
plan not to reorganize a business or any 
part of a business, but to transfer a parce! 
of corporate shares to the petitioner. 


When that limited function had been exer- 
cised, it immediately was put to death. 

6 The whole undertaking was 
in fact an elaborate and devious form of 
conveyance masquerading as a corporate 
reorganization and nothing else. The rule 
which excludes from consideration the mo- 
tive of tax avoidance is not pertinent to the 
situation because the transaction, upon its 
face, lies outside the plain intent of the 
statute.” 


At first glance it appears to be a long 
jump from the ingenious scheme in the Gre- 
gory case to a mere recapitalization; but 
upon closer examination it can be seen that 
there is considerable resemblance, particu- 
larly in the case of a recapitalization involv- 
ing the issuance of bonds in exchange for 
common stock, for in such recapitalizations 
the. transaction may be tantamount to the 
distribution of a dividend. 


The Gregory Doctrine and 
Recapitalization Cases 


Let us therefore see when and how the 
business-purpose doctrine of the Gregory 
case got its hold on recapitalizations. In 
this connection it is amusing to recall that 
not too many years ago tax services and 
news letters recommended that corporations 
convert some of their outstanding stock into 
bonds to secure an interest deduction and 
thereby save taxes. Now it’appears that not 
only will many such corporations not be al- 
lowed the interest deduction but that many 
stockholders will have to pay substantial 
taxes on account of the receipt of bonds. 
Needless to say, at the present time no one 
is, or at least no one should be, recommend- 
ing this procedure, particularly where the 
corporation has outstanding only common 
stock. 


The Bass Case 


One of the first recapitalization cases in 
which the Gregory doctrine reared its ugly 
head was that of Edith B. Bass” decided by 
the Board in December, 1941. In this case 
600,000 shares of outstanding no par value 
common stock was converted into new com- 
mon with a lower stated value and new pre- 
ferred. Part of the newly authorized 
preferred was retained by the company. 
This plan was prompted by a desire, first, 
to provide marketable shares and thus sat- 
isfy the needs of the shareholders (prior to 
the transaction the old common stock was 


8945 BTA 1117 [CCH Dec. 12,244]. 
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held in a voting trust and the voting trust 
certificates were not saleable) and, second, 
to provide the corporation with some addi- 
tional marketable shares which might later 
be sold to liquidate bank loans theretofore 
incurred by one of its subsidiaries. Although 
the principal issue in the case was whether 
the transaction constituted a recapitalization 
or a stock dividend (this was, of course, 
prior to the Supreme Court decision in the 
Strassburger case), nevertheless, the question 
of business purpose was raised. The Board 
could find no business purpose. The Cir- 
cuit Court of Appeals for the First Circuit, 
however, was more easily satisfied, vacated 
the Board’s decision,” and held that there 
was no occasion for applying the Gregory 
case. Said the court: 


“There was a permanent revision of the 
capital structure pursuant to a plan of re- 


capitalization having a genuine business 
purpose.” 


In the light of the latest decisions of the 
Tax Court on this subject, the decision of 
the First Circuit is liberal indeed in view 
of the fact that the principal purpose served 
by the transaction was to the advantage of 
the shareholders—to give them a marketable 
security—rather than of the corporation. If 
the Third Circuit, on whose calendar now 
appear two cases on this. subject, takes a 
similar view of the matter, the Tax Court 
can look forward to more reversals. 


The Fischer Case 


The next recapitalization case involving 
the business purpose issue is that of Jacob 
Fischer, decided by the Board in April, 
1942.% In this case, the corporation’s au- 
thorized and outstanding stock consisted of 
7,000 shares of common at the par value of 
$100 per share, or $700,000. A recapitaliza- 
tion was effected after which the capital 
consisted of 35,000 shares of new $10 par 
value common, or $350,000, and $14,000 
shares of $25 par value preferred, or 
$350,000. What was the purpose of this 
recapitalization? It appeared that Henry 
Fischer, founder of the company, the firm’s 
name being Henry Fischer Packing Com- 
pany, owned about fifty-two per cent of the 
stock. Since this stock constituted the 
greater part of his estate, it became appar- 
ent to him that in the event of his death he 
would not leave enough liquid assets to pay 
estate and inheritance taxes. His son was 
not ina position to pay the taxes, and there- 
fore a sale of the stock was unavoidable in 


40429 F.-(2d) 300. 
“| 46 BTA 999 [CCH Dec, 12,505]. 
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the event of the father’s death. Because of 
the success of this corporation under the 
management of Henry Fischer, he and the 
other stockholders were desirous that the 
same management should continue after his 
death. They realized that this was possible 
only if control remained in the Fischer fam- 
ily. The estate tax problem had been 
brought to Henry Fischer’s attention about 
a year earlier when his friend, Wood Axton, 
the dominant influence in the Axton-Fisher 
Tobacco Company, died. It became necessary 
to sell his stock in order to satisfy inherit- 
ance and estate taxes with the resultant 
loss by the Axton interests of control and 
management of the Axton-Fisher Company. 
This incident impressed Henry Fischer, 
who was then about sixty years old, and 
caused him to conclude that probably the 
same circumstances would exist in the event 
of his death and, furthermore, that since the 
Fischer Packing Company stock was not 
listed on any exchange, a sale would neces- 
sarily entail a sacrifice. Henry Fischer and 
the other stockholders were also of the 
opinion that the corporation had reached the 
stage at which a wider distribution of its 
securities was desirable. It was believed 
that-a sale of securities to the public would 
operate to create good will for the company. 

It is difficult to see very much difference 
between this case and the Bass case in so far 
as business purpose is concerned, since, in 
both cases, the principal reason for the re- 
capitalization was to benefit the stockhold- 
ers rather than the corporation. The Board 
also had great difficulty in distinguishing 
the two cases, but nevertheless did so. The 
Board’s conclusion that the recapitalization 
served a business purpose of the corporation 
seems to have been based upon two prin- 
cipal points: first, that it was to the advan- 
tage of the company that control be kept 
in the hands of those who had built up the 
corporation from a very small beginning and 
were responsible for its notable success, 
and, second, that through a wider holding of 
its stock the company would enjoy a wider 
market for its products. Needless to say, 
the Commissioner has announced his non- 
acquiescence in this decision. 


The Schoo and Docherty Cases 


Next are two cases decided by the Board 
on the same day in August, 1942, Clarence J. 
Schoo® and Edgar M. Docherty 


In the Schoo case, a corporation having out- 
standing common and seven per cent pre- 


4247 BTA 459 [CCH Dec, 12,802]. 
8.47 BTA 462 [CCH Dec. 12,803]. 


































































































ferred stock issued four shares of new com- 
mon for each share of old common and five 
per cent long-term debentures for the old 
preferred. With respect to the purposes of 
the recapitalization, the Board quoted from 
a letter from the president of the corpora- 
tion to the stockholders. The letter began 
with a very imposing statement that the 
transaction will be advantageous to the cor- 
poration and the shareholders. (Note that 
the corporation was referred to first.) A 
large part of the letter related to the ad- 
vantages of the stockholders—namely, that 
splitting the common will facilitate negotia- 
bility and that the change from no par to a 
low par value will reduce stock transfer 
taxes. About the only advantage to the cor- 
poration was, as the letter pointed out, that 
the deduction of the interest on the deben- 
tures will save taxes. It is difficult to be- 
lieve that the Board could find a sufficient 
business purpose of the corporation under 
those facts. But it did. That was in 1942, 
however, not in 1945. In fact the Board 
practically passed by the business purpose 
issue, merely stating: 

“There is nothing in the circumstances to 
invite the doctrine of Gregory . . . No 
transaction was impending which threatened 
a tax on any of the participants. The re- 
capitalization is not a sham or an artificial 
detour around a taxable event. There is 
nothing to indicate that a devious form of 
corporate maneuvering was masquerading 
as a recapitalization in order to avoid a 
tax ‘i 

If that is the test then all recapitalizations 
would meet the business purpose require- 
ment. From later cases, however, we shall 
see that a more exacting test of business 
purpose has evolved. 

In the Docherty case, a corporation having 
only common stock outstanding, $100 par 
value, issued in exchange for each share, a 
share of new no par value common and 
$100 in long-term debentures. For many 
years the corporation had carried insurance 
policies on the lives of each of its officer- 
stockholders with the intention of retiring 
their stock upon death. The purpose of this 
capital readjustment was to reduce the value 
of the stock, thereby facilitate the purchase 
of its shares by the corporation when the 
occasion arose, and thus to assure the con- 
tinuance of harmonious ownership and con- 
trol. Rejecting the Commissioner’s con- 
tention that the transaction served no busi- 
ness purpose of the corporation and that 


“47 BTA 691 [CCH Dec. 12,843]. 


receipt of the debentures constituted a tax- 
able dividend, the Board said: 


“There is nothing to arouse the applica- 
tion of the doctrine of Gregory ..., for the 
recapitalization was a bona fide readjust- 
ment of the corporation’s financial structure 
for a legitimate business purpose.” 


It will be noted that the business purpose 
in the Docherty case was similar to the prin- 
cipal purpose in the Fischer case—retention 
of control by those who built up the busi- 
ness; the thought being that it is advan- 
tageous to a corporation that control be 
kept in friendly hands and by those skilled 
in the business of the company. That rea- 
son certainly makes sense, and in 1942 was 
the rule. Whether it holds true today is 
doubtful in view of more recent decisions. 
Another interesting aspect of the Docherty 
case is that it was the first litigated recapi- 
talization to involve the issuance of bonds 
where the corporation had only common 
stock outstanding, and may be the last case 
of this kind to avoid the Gregory steamroller. 


The Capento Securities 
Corporation Case 


Next to be discussed is the Capento Se- 
curities Corporation“ case, decided by the 
Board in September, 1942. Here the cor- 
poration issued new preferred stock in ex- 
change for its outstanding bonds held by 
an affiliate. In this case there was clearly a 
corporate business purpose, since the com- 
pany could secure a much needed bank loan 
only if it complied with a demand of the 
bankers that it replace its bonds with stock. 
But even so, the Commissioner urged the 
application of the Gregory case; the Board, 
however, would have none of it. The at- 
tempt of the Commissioner to remove this 
recapitalization from the scope of the reor- 
ganization provisions on the ground of lack 
of business purpose was, it seems, almost 
beyond the pale, for it would be hard to 
imagine a better business reason than the 
readjustment of funded debt as an induce- 
ment in raising new working capital. 


The Annis Furs, Inc., Case 


The next case worthy of mention is that 
of Annis Furs, Inc. decided by the Tax Court 
in November, 1943.° Here six per cent de- 
bentures were issued in exchange for out- 
standing six and one-half per cent preferred 
stock, par for par. This transaction, the 
Tax Court held, served a useful business 


452 TC 1096 [CCH Dec. 13,605]. 
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purpose of the corporation because there 
was a reduction of the corporation’s charges 
from six and one-half per cent, as the divi- 
dend was under the preferred shares, to six 
per cent, when the interest came under the 
debentures. Thus, the financial advantage 
was sufficient to justify the change. The 
fact that the transaction also served a pur- 
pose of the shareholders in that it gave them 
“a more permanent income” was held to be 
immaterial. 


Up to this point—that is, until 1943—it 
can be seen that while the Commissioner 
was constantly pressing the Gregory doctrine 
as a means of combatting recapitalizations, 
he was getting nowhere. The Board, later 
the Tax Court, leaned over backwards to 
find the required business purpose. In fact, 
in some of the cases discussed above, the 
only, or at least the paramount purpose, 
seemed to belong to the shareholders rather 
than to the corporation. 


The Commissioner 


Takes the Offensive 


In 1944, however, the pendulum started 
to move in the direction of the Commis- 
sioner. The first decision to reflect the 
change is the Louis Wellhouse case, decided 
by the Tax Court in February, 1944.% The 
corporation had only common stock out- 
standing. A new issue of non-voting pre- 
ferred was created, some of which was is- 
sued in exchange for part of the outstand- 
ing common. There were only two stock- 
holders. They were indebted to third par- 
ties, and the purpose of the recapitalization 
was to permit them to pay off their debts by 
transferring the new preferred to pay per- 
sonal obligations. Holding that this was 
not sufficient business purpose to qualify the 
transaction as a feorganization, the Tax 
Court stated: 

“The readjustment of capital was 
not ‘undertaken for reasons germane to the 
conduct of the venture in hand’... To 
pay the shareholders’ personal obligations 
is not one of the transactions contemplated 
as the purpose of corporate reorganization.” 

As to the explanation of the taxpayers 
that they used the preferred rather than the 
common stock to pay their debts in order to 
retain control, the Tax Court pointed out 
that they could have used sufficient of the 
common to discharge their obligations with- 
out losing control, and that in any event 
they could have raised the money by having 


46 3 TC 363 [CCH Dec. 13,756]. 
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the company pay a dividend out of its large 
surplus, which amounted to more than 


$300,000. 


Recapitalization 
and the Business Purpose Test 


One question which the Tax Court’s opin- 
ion in the Wellhouse case raises but does not 
definitely answer, is whether a recapitaliza- 
tion, the only purpose of which is to keep 
control in the hands of the present stock- 
holders, meets the business purpose test. 
This point was also involved in the Fischer 
case, in which it was held that the business 
purpose requirement was met; but since an 
additional purpose was present there, it is 
not at all clear whether retention of control 
alone would be sufficient. Nevertheless, it 
does appear that the position that retention 
of control is sufficient business purpose 
would have some merit in certain situations, 
particularly where it can be shown that the 
stockholders were instrumental in building 
up the business and that successful opera- 
tion of the business required certain skills 
or technical knowledge which the stock- 
holders possessed. Under such circum- 
stances, could it not be said that the 
recapitalization was “undertaken for reasons 
germane to the conduct” of the business of 
the corporation? I do not believe that the 
Tax Court would wholly agree with this 
view, if we consider its decision in the Baz- 
ley case discussed below, but it may well be 
that the Circuit Courts will take a more 
realistic approach in those instances where 
the stockholders are the active managers of 
the business. 


With the WVellhouse decision as additional 
artillery, the Commissioner’s offensive on 
recapitalizations gained momentum in the 
Bazley“ and Adams “ cases, both of which 
were decided during 1945. (Both cases are 
now pending before the Third Circuit.) 


The Bazley Case 


In the Bazley case, prior to the recapitali- 
zation, the corporation had outstanding 1,000 
shares of common stock of a par value of 
$100 per share, and an earned surplus of 
$855,000. Pursuant to the plan, the stock- 
holders (husband and wife) surrendered 
their 1000 shares of stock and received in 
exchange therefor 5000 shares of new com- 
mon stock, without par value and $400,000 


#5 TC 351 [CCH Dec. 14,631]. 


























































































































principal amount of new debentures. The 
only purposes for the recapitalization were: 


1. To give the stockholders a security 
which was less fluctuating in value and 
more readily marketable, particularly if it 
should become necessary for a deceased 
shareholder’s estate to liquidate the invest- 
ment to meet inheritance taxes; 


2. To enable a portion of the investment 
to be sold without loss of control of the cor- 
poration; and 

3. To put the stockholders in possession 
of a security which would place them in a 
position of sharing on an equal basis with 
creditors because of the contemplated entry 
of the company into the hazardous road- 
building business. 

Unable to find any business purpose to 
the corporation, the Tax Court held not only 
that the exchange was not a non-taxable 
one, but that the debentures represented the 
payment of a dividend to the extent of avail- 
able earnings and profits. The court pointed 
out that while the purposes enumerated 
above were easily understandable from the 
viewpoint of the stockholders, they did not 
meet the corporate business purpose test 
required to bring a recapitalization within 
the tax-free exchange provisions of the law. 


The Adams Case 


In the Adams case, in which the facts 
were very similar to those in the Bazley case, 
the Tax Court arrived at the same conclu- 
sion. In Adams, the taxpayer owned all but 
eleven shares of 5,914 outstangling shares of 
the corporation. A readjustment of the 
capital structure was effected whereby each 
share of the old par value stock was ex- 
changed for one share of new no par stock 
and one $50 debenture. The Tax Court 
originally held that the exchange was non- 
taxable on the theory that there was a 
sufficient business purpose, to wit: the reduc- 
tion of tax which increased profits through 
the expense reduction. On review of the 
decision by the entire court, however, the 
original decision was set aside. In its final 
opinion the Tax Court pointed out that the 
transaction could have been but a losing one if 
the money had been borrowed from strangers. 
Since the interest expense was greater than 
the reduction in taxes, there was no net 
benefit to the corporation from the recapi- 
talization; hence, it did not serve any busi- 
ness purpose. 


4?Compare Roebling, TC Memo. [CCH Dec. 
13,346(M)], June 30, 1943, affirmed by the Third 
Circuit where it was held that an exchange of 
preferred stock of one corporation for bonds of 


Vigorous dissents were filed by three judges 
in the Bazley case and five in the Adams 
case. The principal theme of the dissenting 
opinions was that tax saving was a proper 
business purpose. 

The future decisions of the Third Circuit 
in the Bazley and Adams cases will, of course, 
contribute a great deal toward the final set- 
tlement of the business purpose question 
where the recapitalization results in a reduc- 
tion of income taxes of the corporation. It 
is very likely that the Supreme Court will 
be called upon to give the final answer to 
this question in the not too distant future. 
Until the matter is settled, it goes without 
saying that no recapitalization should be 
consummated which involves the issuance 
of bonds or debentures where the corpora- 
tion has outstanding only common stock and 
has accumulated earnings and profits. Keep- 
ing in mind that one of the purposes of the 
reorganization provisions, as expressed by 
Congress, is to permit the strengthening of 
the financial condition of a corporation, it 
is difficult to see how the issuance of bonds 
or debentures with a resulting increase in 
the debts of the corporation can possibly 
meet such purpose where only common stock 
was outstanding theretofore. As indicated 
earlier, none of the examples of recapitaliza- 
tion contained in the regulations cover the 
situation where the debts of the company 
are increased as a result of the transaction. 


Recapitalizations and the 
Continuity of Interest Test 


Up to this time the courts have been hesi- 
tant in applying the continuity of interest 
test to recapitalizations. Continuity of in- 
terest means, of course, a proprietary interest. 
Under ordinary circumstances only stock- 
holders, as distinguished from creditors, have 
such interest. Accordingly, where the ques- 
tion might arise in recapitalizations is in 
those cases in which preferred stock is sur- 
rendered in a recapitalization for bonds or 
debentures and such preferred stock is the 
only stock of the corporation owned by the 
particular holders.“ In such case there might 
very well be a question as to whether the 
transaction constitutes a reorganization, be- 
cause of the fact that after the exchange, the 
stockholders, at least technically speaking, 
no longer have any proprietary interest in 
the corporation. A rigid application of the 
continuity of interest principle established 
by the Le Tulle case would remove such 





another corporation in a statutory merger, was 
a taxable exchange on the ground that the 
taxpayer lost his proprietary interest. 
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transactions from the category of tax-free 
reorganizations.” Nevertheless, the Le Tulle 
case has not yet been applied to recapitali- 
zations. 

In the Schoo case™ the Commissioner 
broached the question of continuity of in- 
terest where debentures were substituted 
for stock, his point being that a creditor in- 
terest was substituted for a proprietary 
interest. The Board, however, unequivocally 
held that the continuity of interest rule has 
no application to recapitalizations and took 
the position that to apply the Le Tulle case 
to such transactions was to take it out of 
its setting, which involved two corporations. 
The Board, referring to the merger in the 
Le Tulle case, stated: 

“As a contemplated result of the merger 
or consolidation of two corporations, the 
individual taxpayer, for his shares in one of 
the corporations and other properties, re- 
ceived cash and bonds of the other corpora- 
tion. This was something substantially 
different from what he gave up. It was not 
a mere reshaping of his interest in the same 
corporation through a recapitalization. In 
the present case, the substitution of the de- 
bentures for the preferred shares was in 
substance not so much of a change as the 
words implied. In both, the holder was en- 
titled only to dividends or interest out of 
income, and had no greater rights than un- 
secured creditors.” 

A similar view of the application of the con- 
tinuity of interest test was taken in the 
Hooks case.” Accordingly, it would appear 
that at least the Tax Court is of the opinion 
that the continuity of interest doctrine has 
no place in recapitalizations. However, the 
question is far from settled and there is al- 
ways a possibility that the Supreme Court may 
take a different view at some future time. 
Therefore, taxpayers contemplating recapitali- 
zations where bonds or debentures are substi- 
tuted for all of the stock held by certain 
stockholders should bear this in mind.® 


Deduction of Interest on Debentures 
Issued in Recapitalization 


The question of whether a payment on 
debentures is in fact interest or dividends is 
not new. Precedents are abundant. What 
is new, however, is the approach of the 


50 See ‘‘Securities and Continuity of Interest,’’ 
by Erwin N. Griswold, Harvard Law Review, 
May, 1945. 

5147 BTA 459 [CCH Dec. 12,802.] 

STC Memo. [CCH Dec. 14,111(M)], August 
22, 1945. See also, Crofoot, TC Memo. [CCH 
Dec. 14,364(M)], Jan. 25, 1945. 

53 Montgomery, Federal Taxes on Corpora- 
tions, 1944-45, Vol. 1, p. 242. 
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courts to the question. In older cases, in 
determining whether the instrument consti- 
tuted indebtedness, the courts confined them- 
selves to the terms of the instrument involved. 
The criteria used were generally as follows: 
fixed maturity; payment out of earnings 
only; participation in management; right to 
sue in case of default and whether status 
was equal to, or inferior to that of regular 
creditors; nomenclature. used in the docu- 
ments; intent of the parties. In the past, 
the courts used these tests in determining 
whether the relationship created was pro- 
prietary or that of debtor-creditor. In re- 
cent cases, however, the business purpose 
test has gained a foothold in this issue. 
Specifically, the courts are now giving con- 
siderable weight to the manner in which 
the debentures were issued; and if they were 
issued in exchange for stock in a recapitali- 
zation, an examination is made as to whether 
the issuance of the debentures served any 
business purpose. From this it can be seen 
that the Commissioner has two avenues of 
attack on recapitalizations, which involve 
new bonds or debentures. First, he can attack 
the exchange on the part of the security 
holders, and second, he can use the business 
purpose doctrine as a means of denying the 
interest deduction to the corporation.™ 


Two recent and interesting cases on this 
subject are those of Talbot Mills * and Kelley 
Company.” (Decided January, 1946.) 


The Talbot Mills and Kelley Cases 


In Talbot Mills, the corporation had out- 
standing 5,000 shares of common stock of 
a par value of $100 per share, practically all 
of which was held by the Talbot family. The 
company had operated at a loss for some 
vears and there had been some discussion 
as to liquidating the company. It was fin- 
ally decided, however, to continue in busi- 
ness and to reorganize the company, whereby 
4000 shares of the stock were exchanged for 
$400,000 principal amount of registered notes. 
The notes had a definite maturity date, pro- 
vided for annua! interest at not less than 2 
per cent with an increase to 10 per cent 
depending upon profits. The interest was 
deferrable at the discretion of the directors, 
and both interest and principal were subject 


54 The business purpose test has also become 
important in interest deduction cases where the 
obligations were issued in Sec. 112 (b) (5) trans- 
actions. See 1432 Broadway Corp., 4 TC 1158 
[CCH Dec. 14,497]. 

53 TC 95 [CCH Dec. 13,691]; affirmed by the 
First Circuit in 146 F, (2d) 809. 

564 TC 457 [CCH Dec. 12,931]; reversed by 
the Seventh Circuit in 146 F. (2d) 466. 
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to subordination of outside creditors. In 
holding that the notes were more in the 
nature of a capital investment than a loan to 
the corporation, and that the payments made 
thereon were in fact dividends, the Tax 
Court emphasized the following factors: (1) 
that the interest rate was variable and that 
the interest could be deferred; (2) that the 
notes were issued in exchange for stock; 
(3) that no new money came into the com- 
pany; (4) that the stockholders did not lose 
control of the company; and (5) that tax 
avoidance was a purpose of the recapitaliza- 
tion. In fact, the Tax Court stressed the 
point that the factor of tax avoidance ap- 
peared to be the only substantial purpose 
motivating the transaction. None of the 
foregoing factors, standing alone, were con- 
sidered fatal, but the cumulation of such 
factors, coupled with the lack of any real 
business purpose for the issuance of the 
notes was indeed fatal. The Tax Court dis- 
tinguished its earlier decision in the Kelley 
case where it appeared that noncumulative 
income debentures, subordinated to all cred- 
itors, were issued in exchange for outstand- 
ing preferred stock. In the Kelley case, 
however, part of the new debentures were 
sold at face value to the shareholders. While 
the interest on the debentures in the Kelley 
case was also payable only out of income, 
the interest was on a flat rate as contrasted 
with the variable profit-determined rate of 
Talbot notes. Furthermore, the interest on 
the Kelley debentures could not be deferred 
by the directors as in the case of the Talbot 
notes. Also, as stated above, in the Kelley 
case some of the debentures were sold, whereas 
in the Talbot case all of the notes were issued 
on the exchange. These differences were held 
to be controlling by the Tax Court. 


The Seventh Circuit, however, reversed 
the Tax Court’s decision in the Kelley case 
so that the distinctions drawn by the Tax 
Court between the Kelley debentures and 
the Talbot notes, are no longer very important. 
The Seventh Circuit was of the opinion that 
the scheme to convert the preferred stock 
into debentures left the debentures resemb- 
ling preferred stock rather than indebted- 
ness. Judge Minton used some strong lan- 
guage. Said he: 


“Such a transaction did not put a penny 
of new money into the treasury of the cor- 


poration. In the business world ‘in- 
terest on indebtedness’ means compensation 


for the use or forbearance of money. 
37 The Humko Co., TC Memo. [CCH Dec. 
13,642(M)], Dec. 11, 1943; Petit Anse Co., TC 
Memo. [CCH Dec. 14,230(M)], Oct. 27. 1944; 
Elliott-Lewis Co. Inc., TC Memo. [CCH Dec. 


The taxpayer ‘hired’ no money here. Its 
owners merely swapped papers and wound 
up in relatively the same position. In the 
case at bar, the debenture owners were not 
to be paid in any event but were to be paid 
only after all other creditors were paid; and 
the ‘interest’ on the debentures was to be 
paid only if sufficient net income was earned 
within the period. Such debentures obvi- 
ously evidenced risk capital not creditor 
capital. In short, it was all a matter of ac- 
counting, hocus-pocus, guided by a little 
too clever legal planning which eventuated 
in a rather flimsy scheme to avoid paying of 
taxes. As far as we are concerned, it will 
not succeed.” 

If the Seventh Circuit’s view that the inter- 
est deduction is allowable only if the obli- 
gations were issued for cash (or property) 
is accepted by the Supreme Court, it would 
follow that interest on bonds or debentures 
issued in a recapitalization (or other reor- 
ganization) in exchange for an equity se- 
curity, would not be deductible in any case, 
irrespective of the terms of the obligation. 
The same result would not necessarily fol- 
low, however, where the new obligations 
were issued for old obligations as distin- 
guished from stock. 

There are numerous other recent cases on 
this subject,” but in view of the Supreme 
Court’s consideration of the matter in the 
very near future, discussing them at this 
time would serve no purpose. [The Supreme 
Court’s decision was discussed—in the Feb- 
ruary issue by Robert Nelson at page 104. 
Ed.] The most favorable conclusion to be 
drawn from all of the decisions at the moment 
appears to be that where the terms of the bond 
or debenture leave any doubt as to whether 
they establish a debtor-creditor relationship, the 
lack of any real business purpose for the 
issuance of the obligation is sufficient to 
remove it from the category of “indebted- 
ness” within the meaning of Section 23 (b). 
As suggested above, the Supreme Court 
may go even further. 


Quirks in the Law 


Developments in recent years in the case 
law on stock dividends and recapitalizations 
have given rise to certain incongruities. 
Business purpose, though an all-important 
factor in recapitalizations, is not as yet a 
vital matter in the distribution of stock divi- 
dends. The result is that while certain new 
securities cannot be placed in the hands of 
the stockholders tax-free by way of a re- 


14.374(M)], Jan. 30, 1945; Idaho Lumber € 
Hardware Co., TC Memo, [CCH Dec, 14.443(M)]. 
Mar. 8, 1945; Charles L. Huisking & Co. Inc., 4 
Fe 72. 
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capitalization because of the lack of a busi- 
ness purpose, the same end can probably be 
reached by means of a stock dividend fol- 
lowed by a recapitalization. At least this 
seems possible on the basis of the present 
decisions. 

For example, a corporation has outstand- 
ing only common stock. It has a substan- 
tial earned surplus. If bonds or debentures 
were issued in substitution of a portion of 
the stock, in all probability they would be 
taxable as dividends, as in the Bazley and 
Adams cases, for lack of a corporate busi- 
ness purpose. But suppose that the follow- 
ing steps were taken. First, a stock dividend 
is distributed in a newly created five per 
cent preferred stock. This would, of course, 
constitute a nontaxable dividend upon the 
authority of the Supreme Court decision in 
the Strassburger case.™= Second, at some 
later date, a recapitalization is consummated 
whereby the five per cent preferred stock is 
converted into four per cent debentures. On 
the basis of the Tax Court’s decision in 
Annis Furs, Inc., such recapitalization would 
have a sufficient business purpose—the re- 
duction of one per cent in fixed charges—and 
therefore would be tax-free. There seems 
to be no good reason why the tax conse- 
quences should differ in these two situa- 
tions; and yet under the present weight of 
authority the direct issuance of the deben- 
tures in conversion of the common would be 
taxable while the indirect route, via the pre- 
ferred stock dividend, would be nontaxable. 

Then differences arise between Section 112 
(b) (5) and the reorganization provisions. 
X, for instance, incorporates his business 
and receives only common stock. The busi- 
ness prospers and eventually the stock is 
held by his estate, no liquid assets existing 
to meet estate taxes. The estate could sell 
debentures to raise the necessary funds, but 
the Bazley and Adams cases block their issu- 
ance. The final outcome of the matter is 
that the majority of the common stock must 
be disposed, with the result that X’s family 
will lose control of the family business. But 
consider Y, who, years ago, also incorpo- 
rated his business, but instead of receiving 
only common stock, by chance, also received 
debentures, tax-free, of course, under Section 
112 (b) (5). Y’s estate can sell the deben- 
tures to pay estate taxes and thereby retain 


58 318 U.S. 604. 

59 A question that has not been touched upon 
in this discussion is the possibility of the realiza- 
tion of income to the corporation where an obli- 
gation is replaced in a recapitalization with 
stock. Suppose a corporation has outstanding 
bonds in the principal amount of $600,000 and 
issues in exchange therefor preferred stock with 
a par value and market value of $500,000. Has 


Recapitalization 











control for Y’s family. To say the least, a 
tax law that produces wholly different re- 
sults in these two basically similar situations 
cannot be considered equitable. 

Next consider the case of Z, who, like X, 
took only common stock upon incorporation 
of his business but organized two companies 
instead of one. As indicated before, X prob- 
ably could not receive debentures upon a 
recapitalization tax-free. But could not Z 
merge his two corporations and cause the 
continuing company to issue stock and de- 
bentures pursuant to the merger? Assuming 
that there is a real business purpose for the 
merger, such as the reduction of expenses 
and overhead, the exchange of the old stock 
for new stock and debentures would be tax- 
free. I am certain that no tax practitioner 
could make it clear to X why his situation 
should have a different tax consequence 
from that of Z. 

Another quirk arises under Section 112 
(b) (2). A corporation has only common 
stock outstanding with par value of $100 
per share. In such case, as pointed out be- 
fore, a preferred stock dividend can be paid 
in newly created preferred tax-free. But 
suppose that the stockholders also desire to 
reduce the par value of the common stock 
and to increase the number of common 
shares? This latter transaction—the ex- 
change of the old common for new common 
—standing alone would presumably be within 
the nonrecognition provisions of Section 
112 (b) (2). On the other hand, if both 
steps—reclassification of the common and 
distribution of a preferred stock dividend— 
are taken pursuant to a single plan, the 
transaction may be viewed as an exchange 
of common for common and preferred, and 
therefore might be subject to the business 
purpose requirement of recapitalizations. 

As indicated at the outset, recapitaliza- 
tions were of little concern to tax practi- 
tioners and the Bureau alike for more than 
twenty years. In view of the many ques- 
tions ™ raised relative to this type of reor- 
ganization during the past two or three 
years, to find the answers will probably re- 
quire the next twenty years. In fact, if the 
present wave of confusion continues, only 
legislation will be able to lift the beclouding 
uncertainty and to remove the inequities 
which have developed. [The End] 


the corporation realized $100,000 of income? 
See Hummel-Ross Fibre Corp., 40 BTA 821 
[CCH Dec. 10,853]; Capento Securities Corp., 
47 BTA 691 [CCH Dec. 12,843]. Compare the 
basis reduction provisions of Section 270 of the 
Bankruptcy Act where the reorganization is 
effected under Section 77B, and G. C. M. 22528, 
C. B. 1941, p. 193. 
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COMPANY ‘A’ 
GROSS SALES 
$1,000,000 


Mh Ctwars Socie 


PAYROLL $100,000 
__ SOCIAL SECURITY TAX $4,000 


By A. H. KALBFLEISH, Certified Public Accountant 


OCIAL SECURITY PROTECTION 

for the individual and his dependents 
miust be provided in increasing measure in 
the postwar period if our system of private 
enterprise is to compete with the newer 
theories of state control and beneficence. 
It therefore seems pertinent to review the 
present program, and from this base, to 
project suggestions for improvement in the 
manner of assessing the costs of the social 
security benefits provided. 


Present Social Security Taxation 


Social security protection as now provided 
consists of unemployment benefits and old 
age and survivors’ insurance. Taxes to pro- 
vide unemployment insurance benefits are 
assessed against an employer in non-merit 
rating states in an amount equal to 3 per 
cent of his social security payroll, 2.7 per 
cent of which is paid to the state and .3 
per cent to the federal government. Old age 
and survivors’ insurance taxes are assessed 
only by the federal government in an amount 
equal to two per cent of social security pay- 


rolls, half of. which is paid by the employer 
and half by the employee through payroll 
deductions. 


Both unemployment insurance taxes and 
old age and survivors’ insurance taxes ar¢ 
assessed only against employers in what may 
be termed industry and commerce. Agri- 
culture, domestic service and certain other 
types of employment not included in the 
industry and commerce definition receive 
no benefits under the plan, and neither em- 
ployers nor employees are subject to social 
security taxes. Finally, all social security 
taxes are assessed only on the first $3,000 
of annual compensation. 


The above summary of existing legisla- 
tion suggests certain conclusions, namely: 


1. Social security taxes are assessed pri- 
marily against employers, and are assessed 
for the general welfare and national well- 
being, with the tax-paying employer receiv- 
ing no direct benefits from the tax payments 
made. 


2. Assessment of such social security taxes, 
however, is not based on ability to pay, but 
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PAYROLL $300,000 


SOCIAL SECURITY TAX $12,000 ems 


solely on payrolls, or in effect, on the em- 
ployer’s contribution to consumer purchas- 
ing power, with no recognition of the greater 
contributions made by those employers whose 
payrolls are large in relation to sales volume 
or profits. 


3. Such basis of assessment provides no 
incentive for increased employment; on the 
contrary, when increased employment is 
provided, social security taxes are automati- 
cally increased. The use of labor-saving 
devices to decrease employment results in 
reduced social security taxes for the em- 
ployer, despite the fact that the prosperity 
of individual businesses and of the nation 
is dependent upon consumer purchasing 
power provided through payrolls. 


4. The payroll deduction procedure adopted 
for collecting social security taxes from the 
employee, which requires weekly calcula- 
tions and deductions for each employee, has 
imposed a substantial burden of clerical 
work on. the empolyer. This collection pro- 
cedure and the inequitable basis of assessment 
previously outlined have made absorption of 
the costs of the social security program 


Social Security Tax Program 





This article was submitted in a contest conducted by the National 
Association of Cost Accountants 


COMPANY “B" 
GROSS SALES 
71,000,000 


by business unnecessarily burdensome and 
difficult. 

5. Finally, benefits are limited to only a 
portion of the population, namely those em- 
ployed in industry and commerce, whereas 
all employees, as well as proprietors owning 
and operating small businesses, are right- 
fully entitled to such protection and bene- 
fits. It would appear that expansion of 
present benefits and inclusion of other forms 
of social security protection should not be 
undertaken until an improved basis of taxa- 
tion is developed and adopted. 


Relation of Social Security Taxes 
to Federal Income Taxes 


The suggestions set forth herein for a 
more equitable basis of social security taxa- 
tion are predicated on the premise that na- 
tional consumer purchasing power for the 
products of all business is provided mainly 
through salaries and wages paid in the in- 
come bracket subject to social security taxes, 
namely individual compensation of less than 
$3,000 per annum; and further, that an in- 
dividual business contributes to consumer 
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Table 1 








Company A Company B 


Gross sales volume, or “take” out of national 


income 


$1,000,000.00 $1,000,000.00 


Annual social security payroll, or “contribu- 


tion” to national income 


100,000.00 300,000.00 


Net profit, before assessment of social secu- 


rity and federal income taxes 


Social security taxes assessed: 


4 per cent of annual social security payroll $ 


Federal income taxes assessed: 


100,000.00 


100,000.00 


4,000.00 $ 12,000.00 


40 per cent of net profit less social security 


taxes assessed 


Total taxes assessed 


purchasing power through payment of such 
wages and salaries, and benefits from total 
consumer purchasing power so _ provided 
through its sales volume. 


To illustrate the assessments under our 
present system of taxation, let us assume 
two companies, each with a sales volume of 
$1,000,000 and net profits of $100,000 before 
assessment of social security and federal 
income taxes. Company A, however, has 
an annual payroll of $100,000, while Com- 
pany B has an annual payroll of $300,000. 
Assuming a federal income tax rate of 40 
per cent, we note the following in Table 1: 


Company B, with the same sales volume 
and business profits as Company A, pays a 
greater tax from which no direct benefit is 
received because of its greater contribution 
to national income and consumer purchas- 
ing power made through social security 
payrolls. To correct this obvious inequity, 
social security taxes should be recognized 
for what they are—a tax levied by govern- 
ment for the general welfare and prosperity 
of the nation—and should not be considered 
merely as an expenditure similar to rent and 
other business expenses from which the 
business receives tangible benefits and the 
cost of which is subject to managerial deci- 
sion and judgment. Once the true nature 
of social security taxes is recognized, it 
seems only logical that such taxes should 
be allowed as a credit against federal in- 
come taxes paid by the employer; and when 
such credit is allowed, we find that both 
Company A and Company B pay exactly 
the same aggregate amount of social security 
and federal income taxes. 


38,400.00 35,200.00 


42,400.00 $ 47,200.00 





Larger Credits for Social Security 
Taxes to Stimulate Employment 


While crediting social security taxes paid 
against federal income taxes results in the 
same aggregate tax assessments against 
Company A and Company B, it does not 
recognize the increased consumer purchas- 
ing power provided by Company B through 
the maintenance of larger payrolls, nor does 
it provide a greatly desirable incentive to 
increase employment. To accomplish these 
further objectives, it is proposed that social 
security taxes paid (levied on payrolls 
which provide consumer purchasing power) 
should be allowed as a credit against federal 
income taxes in an amount equal to 150 per 
cent of such social security taxes. Allowing 
this additional credit and increasing the 
federal income tax rate to 48.8 per cent to 
vield the same amount of income taxes pre- 
viously collected, we find that Company A 
would pay social security and federal in- 
come taxes totaling $46,800, while Company 
B, because of maintaining larger payrolls, 
would pay only $42,800, thus reversing the 
inequitable assessments now in effect as 
previously illustrated. The new basis of 
assessment is illustrated in Table 2. 


The larger payroll and contribution to 
consumer purchasing power made by Com- 
pany B have been recognized through smaller 
tax assessments, and all employers now 
have a definite incentive to increase employ- 
ment. Actually, the proposal effects a tax, not 
on employment as at present, but on failure to 
provide employment. If employers know 
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Table 2 





Gross sales volume or “take” out of national 
income 


Annual social security payroll, or “contribu- 


tion” to national income... 


Company A Company B 


Net profit, before deduction of social secu- 


rity and federal income taxes 


Social security taxes assessed 


4 per cent of annual social security payroll. $ 


Federal income taxes assessed: 





$1,000,000.00 $1,000,000.00 
PPT phe 100,000.00 300,000.00 
nag ited 100,000.00 100,000.00 


4,000.00 $ 12,000.00 


48.8 per cent of net income, less 150 per 


Total taxes assessed 


cent of social security taxes assessed 


42,800.00 30,800.00 





$ 46,800.00 $ 42,800.00 





that each $1.00 of social security taxes paid 
by them may be used as a credit of $1.50 
against federal income taxes, absorption of 
such taxes by business becomes less diffi- 
cult, and this, in turn, makes possible the 
next step of eliminating the clerical work 
now imposed on employers. 


Elimination of Employee 
Contributions and Extention 


of Benefits 


Under the procedure suggested above, 
whereby the employer benefits from the 
payment of social security taxes in direct 
ratio to the amount paid, it logically follows 
that the employer may pay the tax previ- 
ously assessed against the employee and 
benefit taxwise from such payment, as 
well as being relieved of the clerical work 
previously imposed. Elimination of this tax 
on the employee and its transfer to the 
employer under the procedure outlined above 
appear essential for extension of the bene- 
fits now provided to employees and small 
individual proprietors not now covered, and 
are proposed as an important part of the 
postwar social security taxation plan sug- 
gested herein. The incentive provided for 
employers to pay social security taxes makes 
possible extension of benefits to all employ- 
ees now excluded from all or some of the 
available benefits. 


An individual owning and working in his 
own business, such as the small retail mer- 
chant, should be included in the plan by 
authorizing the proprietor to include as a 
part of his payroll (or as his entire payroll 
ii he operates a one-man business) a salary 


Social Security Tax Program 





for himself, to pay the social security tax 
on such salary and to receive the federal 
income tax credits resulting from, such 
payment. Without such coverage, many 
persons, including returned veterans, may 
be deterred from going into business for 
themselves, as by so doing they are auto- 
matically excluded from unemployment relief 
and old age pensions. 


It should be noted particularly that the 
federal income tax credits allowed under 
the plan suggested herein, namely 150 per 
cent of social security taxes paid, arise only 
from payment of wages and salaries which 
will be converted into consumer purchasing 
power. No tax credits are given for pay- 
ment of salaries in the higher brackets. An 
increase in executive salary already in ex- 
cess of $3,000 would provide no federal in- 
come tax credits, as such increase would 
not be subject to social security taxes. 


Effect of State v. Federal Social 
Security Tax Payments and 
Merit Ratings 


The fact that social security taxes are 
paid partly to the state and partly to the 
federal government does not affect the prac- 
tical operation of the plan, because federal 
income tax credits are used merely as a 
vehicle for adjusting federal income tax 
assessments to recognize contributions made 
by individual concerns to national consumer 
purchasing power through wages and sala- 
ries paid. The merit rating system now in 
effect in most states would, however, affect 
the benefits received under this plan as 
between employers in different states, since 
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the federal income tax credits proposed are 
determined by the amount of social security 
taxes paid. 

To meet this situation of state tax differ- 
entials and assure equality of treatment of 
all employers throughout the United States, 
the credit of 150 per cent (previously sug- 
gested for simplicity in presenting the theory 
of the plan) should be changed in such a 
way that the credit allowed will be 100 per 
cent of the social security taxes paid plus a 
flat rate of 2 per cent of the total social 
security payroll furnished by the employer. 
This change will assure all employers of 
equal benefits and at the same time retain 
the incentive features outlined above. It 
will be noted also that such change will not 
affect the calculations previously shown. 


Effect of Suggested Plan 


The general effect of the suggested plan 
would be the definition of social security 
taxes paid as advance payments on federal 
income taxes. The maintenance of social 
security payrolls would provide a further 
tax benefit to employers to stimulate em- 
ployment and business activity, in the same 
manner as “capital gains” tax benefits are 
now extended to facilitate property trans- 
fers. To justify such benefits, we must 
return to our original premise—that national 
consumer purchasing power, from which all 
individual and national income flows, is pro- 
vided mainly through salaries and wages 
paid in the income bracket subject to social 
security taxes. 

It would appear that a plan of this na- 
ture should receive the support of many 
influential organized groups, including the 
following: 


1. Labor unions—because the plan in- 
creases take-home wages through elimination 
of the 1 per cent deduction from employees 
and opens the door to expanded social se- 
curity benefits; 


2. Associations of employers who main- 


tain large payrolls in relation to net profits 
—because as a group they would benefit 
most from the tax credits extended; 


3. Social workers’ organizations—because 
their members, now excluded from social 
security benefits, would become entitled to 
receive them; 


4. Influential proponents of larger social 
security benefits—because a method of 
financing the cost which seems as nearly 
painless as can be devised is provided. 


In addition to these organized groups, the 
plan should of course be of interest to all 
employees, whether organized or not, to 
present and potential proprietors of small 
businesses and to all employers, whether in 
commercial business or not. 


Federal Income Tax Reduction 
Program and Wage Increases 


The previous calculations have anticipated 
collection of the same amount of federal 
income taxes and an increase of the federal 
income tax rate to compensate for the allow- 
ance of social security tax credits. If such 
tax credits were extended without any change 
in the federal income tax rates shown in 
the original calculation, the actual tax bene- 
fits extended would be as shown in Table 3. 


Table 3 





Company A Company B 


Tax saving resulting from crediting social secu- 
rity taxes against federal income taxes (instead 
of considering them as a business expense)— 


60 per cent of social security taxes paid 


Tax saving resulting 


Total tax saving 


Total taxes as shown in previous schedule 


Per cent of saving to total taxes paid.... 
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$ 2,400.00 $ 7,200.00 


from credit allowed of 
2 per cent of social security payrolls 


2,000.00 6,000.00 


$ 4,400.00 
... $42,400.00 
, 10.4% 


$13,200.00 
$47,200.00 
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As the tax benefits extended are directly 
related to the social security payrolls main- 
tained, it is interesting to set forth in the 





Total saving as previously shown 
Total social security payrolls 
Per cent of tax saving to payroll 





As employees also receive the benefit of 
the elimination of the one per cent payroll 
deduction, it is apparent that if the tax sav- 
ing to employers available under this plan 
were passed along in the form of wage in- 
creases, an increase of approximately 5.4 
per cent could be made without dilution of 
employer profits, assuming social security 
tax assessment of four per cent of pay rolls. 
In merit rating states, where lesser rates 
of social security taxes are paid, the increase 
available would be smaller, but in no case 
less than 4.14 per cent. 


Summary of Plan 


To summarize the plan suggested herein, 
therefore, it is proposed: 


1. To authorize as a credit against fed- 
eral income taxes a deduction in the amount 
of 100 per cent of all social security taxes 
paid plus two per cent (or other determined 
percentage) of total social security payroll. 


2. To discontinue the present one per cent 


assessment for old age and survivors’ insur- 
ance now collected from employees through 
payroll deductions, and, in lieu thereof, to 
increase the tax on employers by this amount. 


3. To subject all employers to social se- 
curity taxes and extend benefits of the pro- 
gram to all employees. 

4. To authorize individual proprietors to 
include as a part of their payrolls a salary 
to themselves and to pay a social security 
tax on such salary. 


5. To require no employer records other 
than those necessary to report wages paid 
to individual employees during the report- 
ing period. 


These proposals attempt to attain the fol- 
lowing objectives: 


1. To recognize the contribution to na- 
tional consumer purchasing power made by 
employers with large payrolls in relation to 


Social Security Tax Program 





Table 4 


following schedule such savings in relation 
to total payrolls, as: 


Company A Company B 
.. $ 4,400.00 $ 13,200.00 
100,000.00 300,000.00 

4.4% 4.4% 





sales volume or net profits, and to provide 
a substantial incentive for all employers to 
increase payrolls. 


2. To eliminate the annoyance of present 


payroll deductions as affecting the individ- 
ual employee and to relieve the clerical 
burden of such deductions now imposed on 
employers. 


3. To include in the tax structure small 
employers whose contributions would not 
warrant individual audit and collection pro- 
cedure by providing an incentive to such 
employers to pay social security taxes. 


4. To extend the present benefits to all 
employees and to small individual proprie- 
tors, and to lay the foundation for addi- 
tional forms of social security protection. 


The plan suggested proposes no change 
in the present reporting and payment proce- 
dure, other than to anticipate that more 
employers will report and more individuals 
will become entitled to receive social se- 
curity benefits. 


Present Reserve Fund for Old Age 
Pensions and Future Taxation 


The present reserve fund established for 
the future payment of old age pensions con- 
sists solely of government bonds. In the 
future,.as more individuals become entitled 
to receive old age pensions, it is anticipated 
that a portion of the monies required will 
be provided through interest received on 
such bonds. As taxes must be assessed to 
pay such interest, however, it would seem 
to make little practical difference whether 
they are assessed directly to pay old age 
pensions due at that time or interest on 
government bonds held in the reserve fund, 
the interest being used for payment of old 
age pensions, 


This reserve procedure, however, does 
emphasize the close relationship between 
federal income taxes and_ social 


security 
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taxes. At the present time social security 
taxes are being assessed presumably for the 
payment of present and future old age pen- 
sions, but a substantial portion of such taxes 
collected is being invested in government 
bonds to be used for the payment of current 
governmental operating expenses. Federal 
income taxes, on the other hand, are cur- 
rently being assessed presumably for the 
payment of current governmental operating 
expenses, but a portion of such taxes through 
the medium of interest payments is diverted 













present heavy federal levies. 


taxes. 


state. 







taxes. 















Idaho 









Massachusetts 


Deductibility of Federal Income and Excess Profits Taxes 
in Computing State Income Tax Liability 


The question of deductibility of federal income and excess profits taxes for 
state income tax purposes is of increasing importance to taxpayers because of the 
State taxing officials are likewise greatly concerned 
over the effect of such deductions have in reducing revenue from state income 


At the present time twenty-one states having income taxes allow deductions 
for federal income and excess profits taxes, which deductions are uniformly lim- 
ited to the portion of the federal tax attributable to the income taxable in each specific 
All of the states which allow deductions for federal income taxes, except 
Arizona, Georgia, Minnesota, Montana (with respect to corporations) and Wis- 
consin, allow such deductions on the accrual basis. 
tion of federal taxes on the accrual basis there arises the problem of computing 
a deduction which is interdependent with the federal deduction for state income 


The following is a tabulation of income tax states allowing or disallowing 
deductions for federal income and excess profits taxes: 


Allowing Deduction 


Alabama Iowa New Mexico 
Arizona Kansas North Dakota 
Arkansas Kentucky Cklahoma 
Colorado Louisiana Oregon 
Delaware Minnesota Tennessee 
Georgia Missouri Utah 


Montana 


Disallowing Deduction 


California Mississippi Pennsylvania 
Connecticut New Hampshire South Carolina 
District of Columbia New York Vermont 
Maryland North Carolina Virginia 


into the fund established for the payment 
of old age pensions. 


It would appear that, despite the creation 
of a reserve fund for payment of old age 
pensions in future years, such pensions will 
be paid from taxes assessed (in one form 
or another) in those years, and that the 
amounts required for this purpose will in- 
crease as time goes on, all of which facts 
emphasize the importance of an equitable, 
elastic and incentive plan for future social 
security tax assessments. [The End] 





In states allowing the deduc- 









Wisconsin 
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ENACTING the present excess profits 
tax law, Congress clearly realized that 
it might work an injustice in certain in- 
stances. To prevent such a result, the 
statute provided a number of relief provi- 
sions, foremost of which is Section 722 of 
the Internal Revenue Code. 


Most persons concerned with taxes are 
familiar with the operation of subsections 
(a) and (b) of section 722. Under them a 
corporate taxpayer is permitted to recon- 
struct its earnings for the years 1936 to 
1939, inclusive, upon a proper showing that 
its average income for that so-called “base 
period” affords (for designated reasons) an 
inadequate standard of normal earnings for 
purposes of an excess profits tax credit. 
Less attention has been given, however, to 
subsection (c) of the statute, which permits 
a similar reconstruction of base period 
earnings upon a proper showing that a 
corporate taxpayer (for designated rea- 
sons) has an inadequate excess profits tax 
credit based on a percentage of its invested 
capital. 


Restrictive Interpretation Questioned 


One of the explanations as to why Sec- 
tion 722 (c) has received so little attention, 
it is believed, is the confining nature of the 
Treasury Regulations. Thus, in the case of 
domestic corporations, the Bureau of Inter- 
nal Revenue holds that subsection (c) 
applies only to companies coming into 
existence after December 31, 1939. The 
purpose of this discussion is to question the 
correctness of such a restrictive interpreta- 
tion. Since many pre-1940 domestic corpo- 
rations may have an inadequate invested 
capital within the scope of section 722 (c) 
and yet may not be allowed to use the 
excess profits credit based on income, they 
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EXCESS PROFITS TAX RELIEF 
FOR PRE-1940 CORPORATIONS 
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Attorney, Washington, D. C. 
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may possibly be entitled to relief under 
section 722 (c). 


The Internal Revenue Code provides in 
Section 712 (a): 


“DOMESTIC CORPORATIONS.—In 
the case of a domestic corporation which 
was in existence before January 1, 1940, 
the excess profits credit for any taxable 
year shall be an amount computed under 
section 713 or section 714, whichever amount 
results in the lesser tax under this subchapter 
for the taxable year for which the tax under 
this subchapter is being computed, * * *” 
(Italics supplied.) 


The first section referred to, Section 713, 
prescribes the method of computing the 
excess profits credit based on the average 
income for the base period (1936-1939). 
The next section referred to, section 714, 
prescribes the method based on a percent- 
age of invested capital. 


Average Income Method Barred 


The figures which a corporation must use 
in determining the two possible credits 
under sections 713 and 714 are frozen by 
its actual operations. If these figures give 
the corporation a larger credit on the in- 
vested capital method, it follows that, under 
Section 712 (a), the corporation is not en- 
titled to use the average income method 
in arriving at its excess profits credit.2 The 
Government has so held. 





1 Assuming, of course, that the statute of 
limitations has not run as to the year involved. 
Internal Revenue Code, sections 322 (b) (1) and 
(4) and 722 (d). Revenue Act of 1942, c. 619, 
56 Stat. 798, sections 101 and 169, 


2It is not material that the result might be 
different in another year since section 712 (a) 
specifically applies to ‘‘the taxable year for 
which the tax under this subchapter is being 
computed.”’ 


231 








In I. T. 3714° the Bureau of Internal 
Revenue considered the question of whether 
a corporation could choose to take the 
smaller excess profits credit in order to 
obtain a larger postwar refund credit. The 


Bureau cited section 712 (a) and held that: 


“* * * domestic corporations which were 
in existence before January 1, 1940, * * * 
must compute the excess profits credit by 
using the method (income or _ invested 
capital) which produces the lesser amount 
of excess profits tax.” (Italics supplied.) 


In other words a taxpayer receiving a 
larger credit under the invested capital 
method “must” not (is not “entitled” to) 
use the credit based on income. There 


exists no right of election under section 
712 ¢a).' 


Applicability of Section 722 (c) 


Beside this holding stands section 35.722-4 
of Treasury Regulations 112, pertaining 
to the excess profits tax, which provides: 
“This section [722 (c)] applies to taxpayers 
coming into existence after December 31, 
1939, * * *” 


Following the issuance of Treasury Regu- 
lations 112, the Bureau of Internal Revenue, 
on November 1, 1944, issued its “Bulletin 
cn Section 722 of the Internal Revenue 
Code.” Insofar as that Bulletin deals with 
domestic corporations under section 722 (c), 
it goes a step farther than the Regulation 
set forth above. Part VII, (A), of the 
Bulletin states: 


“* * * the only taxpayers to which section 
722 (c) is applicable, are: 


“(1) Domestic corporations coming into 
existence after December 31, 1939, which 
are not acquiring corporations * * *,” 
(Italics supplied.) 


Thus, it is clearly the position of the 
3ureau of Internal Revenue that a domestic 
corporation coming into existence before 
January 1, 1940, is not entitled to the benefit 
of section 722 (c). It is doubtful, however, 


31. R. B. 1945-3, p. 14, 1945 CCH 6137. 


* The right of election between excess profits 
credits given to domestic corporations under sec- 
tion 712 (a) as originally enacted (Second Rev- 
enue Act of 1940, c. 757, 54 Stat. 974, section 201) 
was eliminated when section 712 (a) was rewrit- 
ten by section 13 of the Excess Profits Tax 
Amendments of 1941, c. 10, 55 Stat. 17. The re- 
written provision was made effective retroac- 
tively to the date of the original enactment. 
Ibid. section 17. Of course, had this right of 
election been continued, pre-1940 corporations 
would not then have been entitled to the bene- 
fits of section 722 (c). 
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if this position can be reconciled with the 
statute. 


Under the Statute 


In Section 722 (c) of the Internal Reve- 
rue Code Congress provided as follows: 


“(c) INVESTED CAPITAL CORPO- 
RATIONS, ETC.—The tax computed un- 
der this subchapter (without the benefit 
of this section) shall be considered to be 
excessive and discriminatory in the case of 
a taxpayer, not entitled to use the excess 
profits credit based on income pursuant to 
section 713, if the excess profits credit based 
on invested capital is an inadequate stand- 
ard for determining excess profits, be- 
cause— 

“(1) the business of the taxpayer is of a 
class in which intangible assets not includi- 
ble in invested capital under section 718 
make important contributions to income, 


“(2) the business of the taxpayer is of 
a class in which capital is not an important 
income-producing factor, or 

“(3) the invested capital of the taxpayer 

is abnormally low. 
“In such case for the purposes of this 
subchapter, such taxpayer shall be consid- 
ered to be entitled to use the excess profits 
credit based on income, using the construc- 
tive average base period net income determined 
under subsection (a). For the purposes of 
section 713 (g) and section 743, the begin- 
ning of the taxpayer’s first taxable year 
under this subchapter shall be considered 
to be that date after which capital additions 
and capital reductions were not taken into 
account for the purposes of this subsection.” 
(Italics supplied.) 


It would appear, therefore, that the right 
of a corporation to invoke the benefits of 
Section 722 (c) hinges, under the statute, 
upon whether it is “entitled to use the ex- 
cess profits credit based on income.” If it 
is not, there appears to be no statutory 
ground for refusing such corporation relief 
under subsection (c) solely because of its 
organization prior to 1940. Since the Bu- 
reau of Internal Revenue holds that Sec- 
tion 712 (a) prevents a corporation with a 
larger invested capital credit from using 
the income method for determining its ex- 
cess profits credit, it should follow in such 
instances that Section 712 (a) operates also 
to enable such corporations to claim the 
benefits of Section 722 (c). And under 
subsection (c) of this statute, a corpora- 
tion required to use the invested capital 
credit is (when this credit is an inadequate 
standard) entitled to reconstruct an average 
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base period net income (1) when intangible 
assets make an important contribution to 
income, (2) when capital is not an impor- 
tant income-producing factor in its business, 
or (3) when its invested capital is ab- 
normally low. 

In short, a pre-1940 domestic corpora- 
tion which for a particular year is required 
by I. T. 3714 to use the excess profits 
credit based on invested capital should like- 
wise, for that year, be entitled to assert 
its right to relief under section 722 (c). 


Regulation v. Bureau 


It is difficult to reconcile I. T. 3714 and 
the position taken by the Bureau of Inter- 


nal Revenue under section 722 (c). The 
purpose of section 722 is to give relief to 
corporate taxpayers in proper cases. The 
statute does not seem ambiguous so as to 
require administrative clarification on this 
point. Yet the Regulations and the Bulletin 
in dealing with subsection (c) create a blan- 
ket exception as to pre-1940 domestic cor- 
porations. This exception appears to be in 
derogation of the overall legislative intent. 
It is accordingly submitted that the validity 
of the Regulation to this extent may well be 
questioned. Cf. Morrill v. Jones, 106 U. S. 
466, and Green Bay Lumber Co., 3 T. C. 824, 
830. 


[The End] 


DOG IS ENTITLED TO TAX EXEMPTION BY REASON 
OF ARMY SERVICE 


Establishing what was believed here to be nationwide precedent, exemption 
from a municipal dog license fee was granted to “Duchess,” a dog discharged 


from the Army. 


The unusual move came about when Arthur J. Holle, supervisor in the dog 
control division of the Public Safety Department, told Public Safety Director 
Keenan that the dog’s mistress, Mrs. Fred Maier, had applied for a 1946 tag, but 
instead of putting up the cash offered the dog’s Army discharge papers. 


Keenan said: “If a discharged veteran is entitled to $500 tax exemption, a 


dog who has served its country is certainly entitled to the same privilege. 


Here- 


after all dogs in Newark whose owners can produce honorable discharge papers 


will be granted a free license tag.” 


Previously the only dogs exempted from license fee have been seeing-eye 
dogs.—New Jersey Law Journal, Thursday, January 17, 1946. 
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THE RETURNING VETERAN 
HS A DEPendent 


By CURT GRUNEBERG 


It all depends, says the Commissioner 


ILLIONS of men—and women—of the 
1 armed forces were discharged in 1945. 
Many of them did not immediately find a 
job. Some, having no homes of their own, 
lived for a time with their parents, brothers, 
sisters or other close relatives; others 
returned to their homes and to their famil- 
ies, but, being in need, received financial 
aid for some time from members of their 
families or the families of their wives. 


In most of these cases—the number, prob- 
ably, will amount to some hundred thou- 
sands—the question will arise whether or 
not the supporting family member is en- 
titled to a surtax exemption of $500 on the 
federal income tax return for 1945. 


This seemingly easy question will find 
only a rather intricate or puzzling answer, 
unless the Bureau of Internal Revenue changes 
its currently expressed opinion. The main 
difficulty consists in the problem of how the 
supporting relative can compute whether 
he or she furnished over one-half of the 
support of the veteran and how this fact 
may be established to the satisfaction of the 
Commissioner. 


Prerequisites for Exemption 


There are three prerequisites for the allow- 
ance of a surtax exemption for dependents: 


1. A veteran may be considered as de- 
pendent if he is a close relative of the tax- 
payer as described in Section 25 (6) (3) 
.. BG. 

2. Further, a veteran may be a dependent 
only if his gross income “for the calendar 
year in which the taxable year of the tax- 
payer begins,” i. e., normally the calendar 
year 1945, is less than $500. (Section 25 
Ch) GF) (C) £2. C.) 

3. Finally, a veteran may be considered 
dependent only if the taxpayer concerned 
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has furnished over one-half the support of 
the veteran. (Section 25 (b) (3) I. R. C.) 


A Problem of Support 


A serious problem, however, arises in con- 
nection with this third prerequisite, that of 
the taxpayer’s having furnished over one-half 
the support of the veteran. The problem is 
one of the veteran’s, or taxpayer’s, difficulty 
in estimating with reasonable accuracy the 
zovernment’s over-all expense in his support, 
during the fraction of the last year he spent 
in the armed forces. Consequently, this 
writer asked the Commissioner of Internal 
Revenue how to assess the cost to the gov- 
ernment for the quarters, food, clothing and 
medical care of a GI. 
follows: 


The answer reads as 


The Commissioners Replv 
“January 5, 1946 

“Reference is made to your letter of De- 
cember 24, 1945, in which vou make refer- 
ence to a soldier who was discharged in 
November 1945, and who was supported by 
his father during November and December, 
1945. The taxable income of the soldier for 
1945 was less than $500.00 and his military 
pay was not used for his support. Inquiry 
is made as to whether the actual support 
given by the Army to the soldier for more 
than ten months in 1945 is to be taken in to 
account, and, if so, how much is the money 
value of the support furnished by the gov- 
ernment. In determining actual money 
value, you inquire whether it makes any 
difference whether the soldier lived for some 
time in a fox hole or in a luxury hotel at the 
French Riviera, or whether he received ex- 
pensive medical treatment. 
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“In order for an individual to qualify as a 
dependent for Federal income tax purposes 
for 1945 he must, in addition to other re- 
quirements, receive from the taxpayer who 
claims him as a dependent more than one- 
half of his support for the calendar year. 


“The term ‘support’ generally speaking, in- 
cludes such items as board, lodging, clothing, 
medical and dental care, cost of education, 
and expenses of a similar character. Since 
members of the armed forces receive pay 
and other allowances, quarters, and rations 
(or an allowance in lieu thereof), hospital- 
ization, clothing, etc., it is necessary, for 
the purpose of determining who furnished 
more than one-half of the support of a 
serviceman during the year he enters or is 
discharged from the service, to take into 
account the amounts expended by him for 
his own support, the value of the mainten- 
ance and clothing received by him from the 
government together with amounts expended 
by the taxpayer toward his support during 
the year. 


“The determination of the total cost of 
such support and the relative proportions 
of that expense borne by a taxpayer in such 
cases are questions of fact to be established 
in each case. The best evidence relating 
to the support expense borne by the service- 
man is actual data as to his own expendi- 
tures for that purpose and the value of the 
maintenance and clothing actually received 
by him. In the absence of this type of evi- 
dence it will be considered by the Bureau 
that the expense borne by the taxpayer is 
proportionate to the portion of the year dur- 
ing which he supported the individual. 
Amounts given by the taxpayer to his son 
to be used as spending money by him while 
in the army are not to be taken into con- 
sideration in determining the total amount 
necessary for the son’s support and the 
proportion thereof furnished by the father. 


Very truly yours, 
C. B. Allen 


Deputy Commissioner” 


The Commissioners Advice 


The advice of the Commissioner can be 
divided into two parts: 


First, “the determination of the total cost 
of such support” (by the government) is a 
“question of fact to be established in each 
case.” I doubt whether the thought oc- 
curred to the Deputy Commissioner how 
in an individual case the government cost 
for quarters, food, clothing, etc. should be 
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computed. It is very easy to say that the 
determination of the cost is to be established 
in each case. But it is completely impos- 
sible for a taxpayer to compute the cost and 
to establish the correctness of his computa- 
tion if neither he nor the dependent, but 
only the government, is in possession of the 
cost data. 


The second part of the Commissioner’s 
advice is a strange suggestion in contradic- 
tion to the law and unacceptable for the tax- 
payer: “In the absence of this type of 
evidence it will be considered by the Bureau 
that the expense borne by the taxpayer is 
proportionate to the portion of the year 
during which he supported the individual.” 


As mentioned above, the test for the claim 
of a surtax exemption for a dependent is the 
amount of money spent for the dependent, 
but not the length of the period during 
which the dependent was supported. 


Besides, it seems unjust to expect that a 
taxpayer will consider the government’s ex- 
penses for a foxhole or for a space in a de- 
vastated house as equal to his own expenses 
for a room in his house or apartment. Fur- 
ther, the cost to the government for a meal 
from a field kitchen or for a K-ration cannot 
seriously be put on an equal basis with the 
cost to a housewife for a meal. Also, the 
idea of assuming the same cost for a GI 
uniform as for a civilian suit is rather 
strange. 


As a result, the special ruling by the Com- 
missioner does not give any practical help 
to the taxpayer; further, the suggestion of 
the Commissioner “in the absence of evi- 
dence” with regard to the establishment of 
the actual cost will be regarded as unac- 
ceptable by the taxpayer. 


Policy of the Bureau 


As stated in a mimeograph issued by the 
Bureau, the policy of the Bureau is to deal 
with all matters affecting members of the 
armed forces “in a cooperative and sym- 
pathetic manner.” (See Mimeograph 5972, 
January 9, 1946.) It is true that the tax- 
payer who wants to claim a dependency 
surtax exemption for a veteran is not him- 
self the veteran. However, the desire to 
help and support a veteran, in many cases, 
will be affected, by the idea that the financial 
sacrifice for the veteran will be made partly 
good by a tax advantage. From this point 
of view, the forementioned special ruling is 


not “cooperative and sympathetic” for the 
veterans. 
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To assist innumerable taxpayers in pre- 
paring their income tax returns for 1945 the 
following suggestion hereby is made: 


General Ruling 


The Commissioner of Internal Revenue 
should issue a general ruling with regard 
to the government’s cost for the support of 
the members of the armed forces: 


The cost for quarters should be com- 
pletely relinquished by the government be- 
cause such cost will not be substantial in 
any case when allocated to each member of 
the armed forces; besides, the determination 
of cost would discriminate against those 
veterans who fought in the battle line or 
had to stay at other unfavorable places 
where they could not enjoy the benefits of 
real quarters, 


The cost for food must be averaged, 
as of course, the Federal income tax law 
gives no indication how to arrive at a rea- 
sonable value for meals. But another federal 
tax law, the Federal Unemployment Tax 
Act—Chapter 9 of the Internal Revenue 
Code —, has to take into account the value 
of meals. For the purpose of the Federal 
Unemployment Tax Act meals furnished to 
employees in those states which have un- 





employment compensation laws, are valued 
at the amount which the administrative 
bodies of such States have declared to be 
reasonable. (S. S. T. 51, XV-43-8364. 
1936.) For the State of New York the value 
of full board or three meals per day is de- 
termined at seventy-five cents per day. 
(Ind. Comr. rule, effective 6-5-1944, amended 
10-19-1944.) The same value has been de- 
termined by many other states, for instance 
by the State of New Jersey (U. C. C. rule), 
by the State of Connecticut (rule 9 of the 
Official Regulations), by the State of Florida 
(rule 1) and by the State of Idaho (Regu- 
lation No. 401). Although the cost price 
of meals is less than the value of meals as 
determined under unemployment compen- 
sation laws, because these laws determine 
an amount equal not to the cost price but 
to the purchase price at which an employee 
is supposed to get meals, the general deter- 
mination of seventy-five cents per day for 
food, certainly, would be acknowledged as 
a fair solution to the problem of determin- 
ing the cost price of meals. 


The cost for clothing, medical and dental 
care, etc. should also be averaged, although 
it seems impossible to make a suggestion 
here even for an approximate estimate of 
such cost to be determined in the ruling. 


[The End] 


SOME FIGURES OF INTEREST 


It is provided in the Second Liberty Bond Act that the face amount of obligations 


guaranteed as to principal and interest by the United States (except such guar- 
anteed obligations as may be held by the Secretary of the Treasury) shall not 
exceed in the aggregate $300,000,000,000 outstanding at any one time. 


The grand total outstanding on January 31, 1946, was $289,326,160,799, leaving 
as a margin, the figure of $10,673,839,201 which is increasing. 


Secretary Vinson has just announced the redemption of several series of bonds 


and Treasury notes. 
$3 billion. 


The total redemptions at this time will amount to over 
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Suggested steps toward a long-range tax policy 


A Basic Philosophy 


Regarding Federal Income Taxation 


By SAUL G. ROMAN 


The author Is Secretary of the Chicago Mail Order Company 
Chicago, Illinois 


( UR SYSTEM of federal taxation has 
become so involved that no short-time 
hit-or-miss action will correct it. There is 
much to be considered: lack of clarity, lack 
of permanent policies, political vacillations, 
and inequities. Short-run corrections continue 
to complicate the long-time problem. The 
result is a problem in perpetuity with no 
relief in sight. 

A very good friend of mine has often 
used the phrase “seize the essential and 
simplify.” Get rid of all involutions, deter- 
mine just what is the “essential,” and once 
determined, answer each of your questions 
accordingly. It will simplify the problem 
immeasurably. What is the “essential” in 
federal taxation? I believe it to be a reve- 
nue-collecting device for paying the expense 
of operating the federal government. 


The Community’s Ability to Pay 


The federal government constitutes a 
service to the nation for which we citizens 
have elected to pay. For some services we 
are paying on a use basis. For most of 
these services we have agreed to pay on 
an ability-to-pay basis. In planning what 
permanent and established services the 
government should render, the ability of 
the community to pay for such services 
inust be ascertained. This ability to pay 
cannot be measured in prosperous years or 
in lean years, but in normal years. And it 
must be balanced against community alterna- 
lives, meaning—would taxpayers prefer lower 
tax rates and less governmental services? 
A permanent tax base predicated on a rea- 
sonable community contribution for federal 
government services should be established 
and maintained without variation. Once as- 
certained, this base (graduated on the basis 
of an individual’s ability to pay) would not 
be changed except where the addition of a 
new government service warrants. If pos- 


A Basic Philosophy 


sible, we should not increase the rate of 
taxation but endeavor to increase govern- 
ment service when necessary out of reve- 
nue increases resulting from a growing 
national community. Regularity and con- 
sistency would reduce the cost of adminis- 
tration and collection of taxes and would 
discourage tax avoidance schemes. 

Federal expenditures do not become a 
burden on the community if the functions 
of government provide the people with 
more satisfaction than could be obtained 
if the money were otherwise spent. An 
evaluation is difficult, however, from a com- 
munity point of view, except on a_ use- 
charge basis. We cannot measure in terms 
of population or of a per capita basis 
as incomes fluctuate. Therefore, it seems 
more advisable to establish rates of taxation 
and maintain them consistently. This, of 
course, means fluctuating federal revenues 
as consumer incomes fluctuate; which in 
turn means federal borrowing and repay- 
ments. But, then, the federal government 
is in a better position than the individual 
to finance variation in national income. 

This is not a case for or against deficit 
financing or for or against balanced budgets. 
This is a case for adopting a fixed policy 
of community contribution toward the pur- 
chase of federal services and, in the long 
run, keeping these services in balance with 
the community’s ability to pay. It is a case 
for stabilization and consistency of tax cost 
(from year to year as distinguished from 
individual to individual) as against uncer- 
tainty and irregularity. 


Service Charges v. Ability to Pay 
Another underlying concept upon which 
a policy should be established is how much 
of the cost of Federal services and oper- 
ations shall be paid for in terms of ability 


[Continued on page 276] 
237 











THE CHIEF COUNSEL’S OFFICE 
Its Organization... Its Work 


By HARRY W. STELLE 


Attorney in New York City 


YECTION 512 of the Revenue Act of 
hJ 1934 (now section 3931 (a) of the In- 
ternal Revenue Code) provides for appoint- 
ment by the President, with the advice and 
consent of the Senate, of an Assistant Gen- 
eral Counsel for the Bureau of Internal 
Revenue at a salary not in excess of $10,000 
per annum. This Assistant General Counsel 
is now known as the Chief Counsel of the 
3ureau of Internal Revenue. 


The word “Chief Counsel” implies two 
things: First, that he is the head counsel 
and second, that he is the counselor attor- 
ney for the Bureau. That is exactly his 
status. The present Chief Counsel is Mr. 
J. P. Wenchel, who has been associated 
with the Bureau of Internal Revenue for a 
number of years. 


In addition to a Chief Counsel, there are 
four Assistant Chief Counsel. They are Mr. 
J. W. Burrus, in charge of Personnel; Mr. 
M. B. Leming, who usually acts as Chief 
Counsel when the Chief Counsel is not in 
Washington; and Messrs. R. H. Dwan and 
Lawrence S. Lesser. There are also five 
“Special Assistants” to the Chief Counsel. 
Other attorneys in the employ of the Office 
of the Chief Counsel are known as “Special 
Attorneys.” 


There is also a Chief Counsel’s Committee 
and eight divisions in the Office of the Chief 
Counsel. Some of these divisions are further 
divided into sections and there is an addi- 
tional section which is independent of any 
division. The divisions are: 


The Appeals Division headed by Mr. 
Owen W. Swecker; the Interpretive Division 
over which Mr. Ellis W. Manning presides; 
the Legislation and Regulations Division, 


whose Chief is Mr. George E. Adams; a 
Claims Division, presided over by Mr. Ray- 
mond F. Brown; a Civil Division, headed 
by Mr. Ray E. Williamson; and the Review 
Division having at its head Mr. Henry A. 
Cox. In addition, there is a Penal Division, 
supervised by Mr. E. Riley Campbell, and 
an Alcohol Tax Division, of which Mr. 
Vincent DeP. Simonton is the head. The 
independent section, not under any division, 
is known as the Engineers and Auditors 
Section and is headed by Mr. F. T. Donahue. 


Appeals Division 


I have listed the Appeals Division first, 
because in my opinion, attorneys of that 
division come in contact with counsel for 
taxpayers more frequently than do attorneys 
of any of the other divisions. “Appeals” has 
charge of situations having to do with in- 
come, excess profits, unjust enrichment, and 
estate and gift taxes where cases of this 
type are pending before the Tax Court of 
the United States or before any of the 
Technical Staff Divisions of the Bureau of 
Internal Revenue. Most readers know, I 
am sure, that in each divisional office of the 
Technical Staff and in many of the sub- 
divisional offices, there are attorneys of the 
Chief Counsel’s Office. These attorneys are 
in the Appeals Division. 


When a-case has been referred to the 
Technical Staff by the Internal Revenue 
Agent in Charge, the taxpayer is frequently 
given an opportunity for a conference prior 
to the issuance of a ninety-day letter. If 
the case involves a principle of law and a 
question of fact is not the sole issue, it is 
referred to the Local Counsel of the Ap- 
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peals Division. These attorneys work very 
closely with the Technical Staff and it is 
probable that when one has a conference 
with the Staff, an attorney from the Appeals 
Division will be present. 


If a settlement cannot be agreed upon in 
conference, the usual ninety-day letter is 
prepared by an attorney of the Appeals 
Division and sent to the taxpayer. After 
the taxpayer’s counsel has filed a petition 
with the Tax Court, it is the duty of an 
attorney in the Appeals Division to prepare 
an answer to this petition. Attorneys in 
the Appeals Division also are consulted in 
regard to motions filed by the taxpayer’s 
counsel or by the Commissioner of Internal 
Revenue and actually prepare all motions 
made on behalf of the Commissioner. 


If a proposal to settle a case is made be- 
fore the case is heard by the Tax Court, 
an attorney in the Appeals Division is con- 
sulted. Attorneys in the Appeals Division 
have sole authority to represent the Com- 
missioner of Internal Revenue in the de- 
fense of all cases set for hearing before the 
Tax Court, except cases involving process- 
ing taxes, Section 722, and renegotiation. 


Assuming that a taxpayer has received 
an adverse decision from the Tax Court, 
and decides to appeal to a Circuit Court, 
the record on appeal required under the 
rulings of all of the Circuit Courts (which 
is really a history of the case up to that 
time), is prepared by the taxpayer’s counsel 
in consultation with the attorneys attached 
to the Appeals Division. If the Commis- 
sioner of Internal Revenue has lost a case 
before the Tax Court, the record on appeal 
is prepared by “Appeals,” but is subject to 
approval by the Department of Justice. 


Many taxpayers and their counsel are 
puzzled as to the jurisdiction of the Chief 
Counsel’s Office and that of the Department 
of Justice in tax cases. The Office of Chief 
Counsel seldom tries a case before any court 
of the United States other than the Tax 
Court. Hearings and trials in other courts 
are conducted by the Chief Counsel’s Office 
only when requested by the Department of 
Justice. Almost all trials before Federal 
District Courts, the Court of Claims, the 
various Circuit Courts and the United States 
Supreme Court are attended by Counsel of 
the Department of Justice. The Tax Di- 
vision of the Department of Justice is a 
large organization with many competent tax 
counsel. Attorneys attached to the Office of 
the Chief Counsel cooperate with counsel 
of the Department of Justice in the prepa- 
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ration of appeal records and sometimes in 
the actual prosecution or defense of cases 
in the Courts; but the responsibility for all 
cases in courts other than the Tax Court, 
lies with the Department of Justice. 


Interpretive Division 


The Interpretive Division of the Chief 
Counsel’s Office assists in the preparation 
of letters and memoranda for the signature 
of the head of the division, the Chief Counsel, 
the Commissioner of Internal Revenue, or 
the Secretary of the Treasury, where such 
letters require an interpretation of Internal 
Revenue Statutes. In certain key cases, 
where an important principle of law is in- 
volved, the Interpretive Division will assist 
in the preparation or review of the brief to 
be filed with the Tax Court. Attorneys for 
“Interpretive” are also consulted in deter- 
mining the action to be taken in certain 
special cases, such as whether or not to 
accept a certain court decision, to appeal 
or to seek a reopening of the case. 


Frequently, “Interpretive” is called upon 
to decide which of a number of cases should 
be carried to a higher court when it is 
deemed necessary to obtain a decision in- 
volving an important principle of tax law. 
Attorneys for this division also review 
closing agreements covering proposed trans- 
actions and edit material submitted for 
publication in the Internal Revenue Bulletin. 
They prepare opinions and rulings in spe- 
cial cases which may be assigned to the 
Division by the Office of Chief Counsel. 
Members of the “Interpretive” also partici- 
pate in conferences with taxpayers when 
requested by administrative branches and 
units of the Bureau of Internal Revenue or 
by other divisions of the Chief Counsel’s 
Office. There is a Digest Section of this 
division the functions of which are to pre- 
serve, digest and make readily available 
to the Chief Counsel’s Staff, all opinions, 
rulings and other documents which have 
been prepared or reviewed by the Chief 
Counsel’s Office. The division disposed of 
2592 cases during the fiscal year ended June 
30, 1944. 


Legislation and Regulations Division 


The Legislation and Regulations Division 
has to do with the preparation of regu- 
lations interpreting the Revenue Statutes. 
It represents the Commissioner of Internal 
Revenue in tax conventions with foreign 
countries, and is consulted with regard to 
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reports on legislation introduced in Con- 
gress affecting the Internal Revenue Laws, 
except those having to do with taxes on 
alcoholic beverages. “Legislation and Regu- 
lations” also considers suggestions for amend- 
ments and additions to the various Internal 
Revenue Laws, and prepares reports on 
these matters for consideration by the Com- 
missioner and by the Chief Counsel. It also 
assists in the preparation of various tax 
forms and in the drafting of Internal Reve- 
nue Laws. 


Claims Division 


The Claims Division is an important one. 
The Processing Tax Section of “Claims” 
has jurisdiction over all matters involving 
claims for refund of processing taxes, floor 
stock taxes and compensating taxes; also 
unjust enrichment taxes when not within 
the jurisdiction of any of the decentralized 
field divisions. If a taxpayer files a claim 
for refund of processing taxes, and the 
claim is disallowed by the Commissioner 
after review by the Claims Division, the 
taxpayer may appeal to the Tax Court. In 
such instance, the matter is handled en- 
tirely by the attorneys of the Claims Di- 
vision. It also assists in the preparation of 
records on review where appeals are filed 
by the Commissioner or by the petitioners 
from decisions of the Tax Court in cases 
involving refunds of Triple A taxes. 


“Claims” not only considers demands for 
refund made by taxpayers but also has 
charge of claims for the payment of taxes 
made by the Commissioner of Internal 
Revenue. For instance, the Reorganization 
Section of this division is charged with the 
duty of protecting the interests of the United 
States in proceedings instituted under sec- 
tions 77 and 77B, Chapters 10 and 15 of 
the National Bankruptcy Act as amended. 
Attorneys in this section of the Claims Di- 
vision confer with the trustee of the debtor 
and its counsel and make certain that the 
tax claim of the Government against the 
debtor is either paid or compromised on 
a fair basis. In the fiscal year ended June 
30, 1944, this section closed 1,064 cases or 
claims against companies under reorgani- 
zation. The amount of such claims, includ- 
ing interest and penalties, was $12,353,850 
on which settlements were obtained of 


$4,878,908. 


The Bankruptcy and Receivership Section 
of the Claims Division handles all claims of 
the Government for taxes in other Bank- 
ruptcy and Receivership Proceedings. This 
section closed 3,948 cases during the same 
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Total claims amounted to 


fiscal 
$9,895,218.00, of which $3,399,726 was col- 
lected by the United States Government. 


year. 


The Compromise Section of the Claims 
Division is charged with the prosecution of 
claims filed by Collectors against estates 
of deceased taxpayers, insolvent banks and 
corporations in liquidation, including cases 
where the taxpayer has made an assign- 
ment for the benefit of creditors. This sec- 
tion also assists the Department of Justice 
in court trials involving claims against tax- 
payers of the above classifications. 


Civil Division 

The work of the Civil Division includes 
the preparation of statements of fact for 
the Department of Justice in all court ac- 
tions brought by taxpayers to recover taxes. 
The record is prepared in letter form and 
contains a history of the case and the amount 
of taxes involved. Regulations and decisions 
are cited. The statement also contains a 
recommendation for settlement or defense 
of the case. This division has charge of 
assembling evidence where the Federal 
Government is sued for taxes, and assists 
at the trial of cases when requested to do 
so by the Department of Justice. It pre- 
pares recommendations for or against the 
institution of suits in connection with claims 
of the Government against taxpayers, trans- 
ferees, bonding companies, and others; and 
when suits are recommended, this Division 
prepares statements for the Department of 
Justice similar to those in court actions 
brought by taxpayers. 


The Civil Division also confers with 
attorneys of taxpayers for the purpose of 
stipulating facts in certain cases where 
these facts are not under dispute, thereby 
shortening the time of trial. Offers in com- 
promise are referred to this division for its 
opinion when a settlement or compromise 
of a case under its jurisdiction has been 
suggested. 


As many readers doubtless know, instead 
of appealing to the Tax Court, a taxpayer 
may pay the tax demanded and then bring 
suit for its recovery in a United States Dis- 
trict Court or in the Court of Claims. This 
is the type of case which the Civil Division 
handles. There are also many instances 
when it is necessary for the United States 
Government to bring action for the collec- 
tion of taxes in the Federal Courts and the 
Civil Division assists in such cases. 


The Civil Division represents the Govern- 
ment in mortgage foreclosure actions where 
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there are tax liens. It considers all appli- 
cations for release of tax liens and for the 
discharge of property covered thereby. 


Review Division 


The Review Division reviews over-pay- 
ments and over-assessments of income, ex- 
cess profits, estate, gift and miscellaneous 
taxes, proposed for allowance where the 
amount involved is $75,000 or more (also 
considers deficiencies when coupled with 
tax reductions under review). Up to July 
1945, this division reviewed over-payments 
of $20,000 or more, under the provision of 
a Letter of Authority. However, in order 
to expedite its, cases, it was decided to 
review only those cases of an amount of 
$75,000 or more. Reports of this division 
are prepared by a Special Attorney. The 
examiner may approve of the claim as pre- 
sented to him or he may disallow it in its 
entirety or reduce the amount recommended 
for refund or abatement. 


The Review Division has broad powers. 
It may request the tax file of any related 
case from any office or branch of the 
Bureau of Internal Revenue, whether that 
file be in Portland, Oregon or Jacksonville, 
Florida. If the Review Division wishes to 
see the particular file, it is sent to Washing- 
ton. Attorneys of this division have use 
of the very complete library of the Chief 
Counsel’s Office, have access to all opinions 
and recommendations made by the Inter- 
pretive Division and all “action-on-the-case” 
files, which have been considered by the 
Appeals Division. Conferences with tax- 
payers are granted when deemed necessary, 
and are usually held in Washington. 


If a case before the Reviewer is one in- 
volving valuation, which is a question fre- 
quently arising in estate and gift tax cases, 
or one having to do with the development 
of factual information or the determination 
of the proper amount of depreciation, the 
Engineers and Auditors Section of the Chief 
Counsel’s Office may be consulted. 


When the Special Attorney has written 
up his case and made his recommendations, 
the case is referred to a Reviewer of the 
Review Division for his opinion. It is fur- 
ther reviewed by the head of the division 
or by his three able assistants. It may then 
go to the Chief Counsel’s Committee for 
further examination and, in exceptional cases, 
the opinion may be reversed or modified. 


After final review in the Chief Counsel’s 
Office, the case then goes to the Joint Com- 
mittee of the Congress on Federal Taxation. 


The Chief Counsel’s Office 











Membership of this committee consists of 
five Congressmen and five Senators. Of 
each five, three are of the majority party 
and two of the minority. Thus, at the pres- 
ent time, there are six Democrats and four 
Republicans on the committee. The Joint 
Committee may allow or disallow the re- 
fund. Neither claims for refund of excise 
taxes nor claims in abatement, regardless 
of the type of tax covered, are referred to 
the Joint Committee. 


The Review Division also examines and 
reviews special cases referred to it by the 
Chief Counsel or by the Commissioner of 
Internal Revenue. The “722” Section of the 
Review Division handles Section 722 cases 
and, where claims are denied, it assists the 
Appeals Division in defending such cases 
before the Tax Court. During the fiscal 
year ended June 30, 1944, the Review .Di- 
vision disposed of 2,359 cases and had 156 
cases pending at the close of the fiscal year. 


Penal Division 


The Penal Division of the Chief Counsel’s 
Office, deals with all classes of Internal 
Revenue Taxes where criminal liability is 
alleged and also considers actions for the 
recovery of employment taxes. This division 
considers offers im compromise of liability 
where criminal proceedings have been 
instituted or recommended by the Internal 
Revenue Bureau. The division prepares 
opinions construing the criminal and per- 
centage penalty statutes. It also formulates 
opinions as to whether or not cases closed 
by agreement under Section 606 of the 
Revenue Act of 1928 and similar provisions 
of other Revenue Acts shall be reopened 
because of a showing of a fraud or mal- 
feasance or misrepresentation of a material 
fact by the taxpayer. Whenever requested, 
this division assists the Department of Jus- 
tice in the prosecution of criminal cases. 
This division closed 528 cases during the 
1943-1944 fiscal year. 


When one mentions the Penal Division, 
one thinks of fraud. The Penal Division 
considers criminal fraud cases. When a 
charge of fraud has been made, the Penal 
Division may recommend prosecution, com- 
promise or may refer the case back to the 
Intelligence Section of the Bureau of Internal 
Revenue. A taxpayer is seldom prosecuted 
for criminal fraud in the United States 
courts. Cases are very generaily compro- 


mised. When prosecution is recommended, 
and the recommendation is approved by the 
Department of Justice, the court usually 
decides against the taxpayer. 


It has been 
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the policy of the Department of Justice not 
to prosecute a criminal fraud case, unless 
its chances of winning are virtually 100 
per cent. I believe the record shows that 
approximately 98 per cent of such cases 
taken to the courts, where criminal liability 
has been alleged, have been won by the 
United States Government. 


Alcohol Tax Division 

The Alcohol Tax Division handles legal 
work arising from the Administration and 
Enforcement of the Internal Revenue Liquor 
Laws. It is concerned with the provisions 
of the Federal Fire Arms Act, the Federal 
Alcohol Administration Act, the Liquor 
Enforcement Act of 1936 and Sections 238, 
239 and 240 of the Criminal Code. Since 
this division does not consider income, estate 
or gift taxes, I will not go into its several 
duties in detail, but will pass onto the next 
subject, which is the work of the Engineers 
and Auditors Section. 


This section has on its staff competent 
engineers, accountants and auditors, who 
operate directly under the Chief Counsel. 
It works with all of the divisions of the 
Chief Counsel’s Office, but more particu- 
larly with the Civil Division. It frequently 
renders assistance in ‘cases before the 
Review Division and cooperates with the 
Department of Justice in many cases. 
Whenever there is a problem in which 
engineering, accounting and auditing are 








paramount importance, this section renders 
valuable services. The staff frequently goes 
to the field and checks books and records 
of the taxpayer. During the fiscal year, the 
section rendered assistance in 159 cases. 


Chief Counsel’s Committee 


The Chief Counsel’s Committee is made 
up of three attorneys attached to the Chief 
Counsel’s Office. These are Messrs. P. C. 
Alexander, J. D. Foley and Ottamar Hamele. 
This committee serves in an advisory ca- 
pacity to the Chief Counsel and reviews 
important cases from all divisions of the 
Chief Counsel’s Office. Its recommendations 
are made in writing to the Chief Counsel. 
Where a case involves a compromise of a 
tax or a closing agreement, it is considered 
by the Chief Counsel’s Committee. It also 
reviews claims for refund in excess of 
$75,000. Where a closing agreement has 
been prepared, the committee considers the 
agreement and makes its recommendations 
to the Secretary of the Treasury. 


All claims for reward under Section 3463 
of the Revised Statutes and Section 3792 of 
the Internal Revenue Code are considered 
by this committee. The committee closed 
3,275 cases and 212 claims for reward dur- 
ing the fiscal year ended June 30, 1944. It 
is interesting to note that of the 212 claims 


for reward considered, 62 were allowed and 
the Government paid the informers some 
$77,209. [The End] 


WASHINGTON, D. C. 


According to the 1940 census, this city now ranks eleventh in population, with a popula- 


tion at the time of the last census of 663,091. 


The general revenue of Washington, D. C. 


totaled $69 million in 1944. This is a decrease of 5.3 per cent from the amount received 
in 1943. Washington’s revenue system follows a combination of the state and the ordinary 
city pattern. 
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ADVANCE PAYMENTS 


IN SALE AND LEASE TRANSACTIONS 


Are They Security Deposits 


or Advance Rentals 


by MONTAGUE ROSENBERG, Attorney, Miami Beach 


The rule for taxation is simple, but the problem is one of interpretative law. In 
his article Mr. Rosenberg discusses it in the light of representative cases. 


F PRIMARY concern to lawyers and 

tax practitioners is the question of 
when and how advance payments in sale and 
lease transactions are taxed—the so-called 
“security deposits” which so often accom- 
pany leases of furnished hotels and apart- 
ment house realty. 


The rule for taxation is almost axiomatic 
in its simplicity. When the advance pay- 
ment is clearly and distinctly a security de- 
posit, it is non-taxable. When the advance 
payment is clearly future rental paid in ad- 
vance, it is even more clearly taxable. The 
big problem, in addition to being one of 
adroit and skilful legal draftsmanship, is still 
more a problem in interpretative law. 


Supreme Court Ruling 


We have the familiar rule enunciated once 
again by the Supreme Court in the Court 
Holding Company case (143 F. (2d) 823, 44-2 
ustc § 9404) that the taxing authorities may 
“pierce the veil” of the guise and form of 
a transaction in order to reach its ultimate 
purpose. 


Like every factor that distinguishes safe 
and legitimate tax avoidance from its illegiti- 
mate brother, evasion, the basic truth be- 


Advance Payments 


hind the transaction will necessarily control 
the Court’s decision. 


An analysis of the pertinent decisions may 
leave one more perplexed than ever. 


Clinton Hotel Realty Corporation 
Case 


The leading case on non-taxability of a 
clearly drawn and true security deposit is 
Clinton Hotel Realty Corporation v. Commis- 
stoner (CCA-5, 128 Fed. (2d) 968, 42-2 ustc 
7 9559). 


The facts in this case are that the tax- 
payer leased its hotel, including furnishings, 
on June 3, 1935, for a ten year term at a total 
rental of $210,000; $21,000 of which was 
payable on delivery of the lease, ‘which shall 
be credited upon the rental for the last year 
of this lease on June 3, 1944, upon the terms 
and conditions hereinafter set forth.” 


These terms and conditions included, as 
pointed out by the court, “the sum of $21,000 
this day paid, [which] shall be considered 
as security for the payment of the rent re- 
served by the lease, and also as security 
for the performance by the lessee of the cov- 
enants, conditions and agreements of this 
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lease, and also for any damage which the 
lessor may sustain, by any act of the lessee.” 
The lessee agreed that if it vacated or sur- 
rendered the premises or violated any of 
the terms or conditions of the lease, then 
the $21,000 sum “deposited as security” 
should be retained by the lessor as liqui- 
dated and stipulated damages. 


The lease further provided that in the 
event of total destruction of the leased prem- 
ise, the total deposit should be remitted to 
the lessee; and that in the event of sale by 
the lessor, he “might pay the deposit made 
under the terms of this lease to his assignee” 
but should remain liable for its return to 
the lessee. Other provisions concerned the 
inventory and its care and replacement; the 
maintenance in good condition of the hotel’s 
interior, plumbing, etc.; and the lessee’s 
promise to keep the premises from material 
dealers’ and mechanics’ liens for alterations 
or repairs. 


The Court’s Emphasis 

The court emphasized that “the $21,000 is 
always referred to as a ‘security’ or a ‘de- 
posit’ and it is obvious that there are many 
things to which it might become applicable 
besides the tenth (last year’s) rent.” The 
court pointed out that in the event of de- 
struction, the owner need not rebuild, in 
which case the deposit was to be returned: 


The Circuit Court of Appeals stated: “If 
it was paid and received as security, with 
no present right or claim of full ownership, 
it would not be presently income; although 
it was expected finally to be applied to the 
last year’s rent if nothing happened to pre- 
vent it... . though the money is rightfully 
received and if the parties so intend may 
be freely used, yet because of the acknowl- 
edged liability to account for it, there is no 
gain, just as in borrowing money there is 
none.” 


There was also mention that lessor was 
to give lessee $1,000 credit per year as “inter- 
est” for the use of the money; and this, the 
court held, emphasized the “security” nature 
of the deposit. 


Hirsch Improvement Company Case 


In Hirsch Improvement Company v. Com- 
misstoner (CCA-2, 44-1 ustc J 9334, 143 Fed. 
(2d) 912; certiorari denied 65 Sup. Ct. 84) 
the Second Circuit took a distinctly opposite 
view of similar facts. 

In holding the deposit to be “advance 
rent” and hence taxable, the court held that 
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“Sf the taxpayer had been required to segre- 
gate it, then it would not have been income 
for the taxable year. . ... Where the line is 
to be drawn depends on the facts of each 
case.” 


The court called the facts in Warren Serv- 
ice Corporation v. Commissioner (CCA-2, 110 
Fed. (2d) 723, 40-1 ustc { 9333) “substan- 
tially different.” This was a case, in its own 
circuit, where the security of $125,000 was 
to be repaid without interest in 1941. Under 
the terms of a new agreement in 1933, lessee 
released its interest in the security. There- 
upon the Commissioner treated the present 
value of $125,000 in 1941 as of 1933 to be 
worth $85,910.65 and hence income of that 
year. (The original lease and security de- 
posit was made in 1926.) 


No real distinction from the Hirsch case 
is apparent. The court (Second Circuit) 
seems to have fallen into the vice of Dobson 
v. Commissioner (320 U. S. 489, 44-1 uste 
7 9108) in merely approving the findings of 
the Tax Court in both instances. No 
rationale of decision is here seen, and the 
two cases in the Second Circuit appear 
irreconcilable except that both follow the 
Tax Court. 


In the Hirsch case no reason is offered 
why “segregation” of the deposit money 
would affect the situation. 


In the same case the court, referring to 
Clinton Hotel Realty Corporation, merely said 
that expressions therein, “so far as they may 
appear to be inconsistent with our decision, 
were qualified by a subsequent case in the 
same circuit, Astor Holding Company v. Com- 
misstoner”? (CCA-5, 135 Fed. (2d) 47, 43-1 
ustc J 9408.) 


Astor Holding Company Case 


However, the Second Circuit Court seems 
in error in its analysis of the Astor Holding 
Company case. In that case the lessor in 
1936 made a ten year lease at $21,390 an- 
nually and an immediate advance payment 
of $17,500 “as part payment of the tenth 
year’s rent” with the balance of the tenth 
year’s rent to be paid in January and Febru- 
ary, 1946. We quote in part from the opin- 
ion of the Circuit Court as follows: 


“Decision here turns, therefore, on whether 
the payment of $17,500.00 to the lessor under 
the above-quoted provisions of paragraph 11 
of the lease was an advance payment of 
part of the rent for the tenth vear, as found 
by the Commissioner and the Board, or 
whether it was, as contended by the tax- 
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payer, merely a non-taxable deposit of secu- 
rity within the holding of the Clinton Hotel 
case. 


Part Payment of Rent 
or Security Deposit 


The payment involved in the Clinton Hotel 
case was “always referred to as a ‘security’ 
or a ‘deposit,’ ”” and it was obvious that there 
were many things to which it might become 
applicable besides the tenth year’s rent. Also, 
the lessor was required to account not only 
for the principal amount of the deposit but 
also for $1,000.00 per year as interest on 
the principal (128 Fed. (2d) 970, 42-2 ustc 
7 9559). On its facts the case at bar is clearly 
distinguishable from the Clinton Hotel case. 
Here the lease refers to the payment of the 
$17,500 as “part payment of the tenth year’s 
rent,” and a reading of the lease in its en- 
tirety shows that the parties intended that 
the payment be so applied. The lessor was 
not required to account for interest on the 
payment, and for ought that appears, the 
lessor could use the advance payment as 
its own money. We think it clear that the 
payment was, as found by the Board, an 
advance “part payment” of rent for the 
tenth year; that it was received in the tax- 
able fiscal year by the petitioner, “unre- 
stricted as to its use”; and that the full 
amount was taxable as income in that year. 


In the Astor case, counsel belatedly 
asserted that the advance rent was a secu- 





rity deposit; but it quite clearly appears 
from the quoted parts of the decision that 
it was, as the agreement stated, “part pay- 
ment” of rent and not a true “security de- 
posit.” 


A close examination will show a real dis- 
tinction in the facts of the two cases. The 
Astor lease was utterly lacking in a clear 
denomination of the deposit as “security.” 
The only disturbing element in the Astor 
decision is that it is subsequent to the 
Clinton case and is indicative of an alarming 
tendency of the court to tax all advance pay- 
ments where the taxpayer’s use thereof is 
unrestricted. 


Other Cases 


As indicative of this trend, see South Dade 
Farms Inc. v. Commissioner (CCA-5, 138 Fed. 
(2d) 818, 43-2 ustc | 9634), in which cash 
advance rentals for a subsequent year were 
held to be taxable. No question of “secu- 
rity” appeared involved. 


See also Chateau Frontenac, Inc. v. Commis- 
sioner (147 Fed. (2d) 856, 45-1 ustc § 9216), 
where the contention that advance rentals 
were a loan was unsuccessfully made. 


In true security deposit situations extreme 
care must be used lest counsel be forced to 
choose like the gladiator of old between the 
Lady or the Tiger, or between their modern 
counterparts, security deposit or advance 
rental. [The End.] 


TOLEDO, OHIO 


Toledo is cutting its expenditures as its revenue takes a dip. The smaller amounts of aid 
received from both the state and federal government and a slight decline in tax yields 


accounts for the decrease in revenue. 


In common with other cities of Ohio, Toledo also limits its over-all tax rate, but it depends 
on the property tax for a lower portion of its revenue than is usual among cities in general. 
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“Rolling Over” 


Taxable Government Bonds 


By S. S. LAWRENCE 


d 


Mr. Lawrence’s experience as vice-president and comptroller of the Branch Bank- 
ing & Trust Company of Wilson, North Carolina, enables him to speak with 
authority on this tax problem of banks. 


COMMERCIAL bank can make money 

by “rolling over” its taxable government 
bonds without the slightest element of spec- 
ulation. It is no secret. It does not require 
scientific knowledge. It does not require 
the training of an expert accountant, an 
economist nor a bond specialist. It does 
not even require guessing about future in- 
terest rates, bond prices, etc. It does re- 
quire a little thought, a little figuring and 
some familiarity with income taxation re- 
lating to banks. 


In this discussion, let us skip the question 
of state taxation, which, of course, should 
be weighed according to its effect, if any, 
on each individual bank. Let us consider 
herein only the results which can be ob- 
tained by rolling over taxable government 
bonds after giving effect to federal income 
and profits taxes. 

Commercial banks, on the basis of their 


federal income taxable status, may be di- 
vided into three classes: 


I. Those with taxable income less than 
$25,000. 


Il. Those with taxable income over 
$25,000 but not exceeding $50,000. 


Ill. Those with taxable income exceed- 
ing $50,000. 


Class I Banks 


Banks in Class I pay normal tax of fifteen 
per cent on income up to $5,000, seventeen 
per cent from $5,000 to $20,000, and nine- 
teen per cent from $20,000 to $25,000. The 


surtax is six per cent on income up to $25,000. 


If the taxable income does not exceed $25,000, 
the highest combined rate is twenty-five per 
cent. Since the long-term tax rate is twen- 
ty-five per cent, it is obvious that a bank in 
this class has nothing to gain by taking 
long-term profits and re-investing on a lower 
basis. In general, it is better for a bank 
in Class I to refrain from rolling over its 
securities. Likewise, it does not need tax 
exempt securities at present market prices. 


Class IL Banks 


But watch your earnings carefully if they 
are hovering around the $25,000 mark, be- 
cause you may wake up toward the end of 
a good year to discover that you are dan- 
gerously close to being in Class II. When 
you reach this class, the combined normal 
tax and surtax is fifty-three per cent of tax- 
able income on all above $25,000 up to 
$50,000. It is readily apparent that convert- 
ing current earnings subject to fifty-three 
per cent tax into long-term gains subject 
to twenty-five per cent tax will be highly 
profitable. The result is a net saving of twenty- 
eight per cent of the income so converted. 


Very few banks should be in this class. 
They should buy more fully exempt securi- 
ties and roll-over taxable bonds as rapidly 
as possible after holding them six months. 
For such banks there is not a single taxable 
government bond on the market and only 
one issue of partially exempt, the two and 
three-quarters of 1965-60, which will net 
one per cent after taxes. 


Note the following examples as of Janu- 
ary 19, 1946: 
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To Treasury Issues Yield Net After Tax 
1ly% 9-15-48 (Taxable) 92 43 
Z 9-15-51/49 " 1.03 A8 
2 9-15-52/50 “a 1.14 54 
2 12-15-54/52 “ 1.29 61 
2Y, 3-15-58/56 si 1.41 .66 
2% 9-15-72/67 2.00 .94 
2% 6-15-62/58 (Partially exempt) 1.25 .98 
2% 12-15-65/60 “ “ 1:35 1.05 





The need for tax exemption is clearly in- 
dicated. The officer in charge of the invest- 
ment securities of such a bank must know 
his tax picture from month to month. Inci- 
dentally, it is a good idea for every bank 
to prepare each month, or at least quar- 
terly, a tax estimate for the current year. 


Class III Banks 


Class III banks with taxable income ex- 
ceeding $50,000 are subject to a combined 
normal tax and surtax rate for 1946 of 
thirty-eight per cent. A bank in this class 
can save thirteen per cent on the amount 
of current earnings converted into long- 
term gains. Banks in this group can profit 
more by rolling over taxable bonds because 
of their larger volume. 


All banks are subject to the same provi- 
sions with respect to capital gains and losses. 
Net long-term gains (held over six months) 
may be included in ordinary income or alter- 
natively may be subject to a maximum 
twenty-five per cent rate. Net short-term 
profits are ordinary income. The excess of 
net losses (long and short) over net gains 
(long and short) is deductible in full against 
ordinary income. 


Beginning January 1, 1942, all taxpayers 
were permitted to amortize premiums on 
taxable bonds if they so elected. For the 
first few years, many banks did not elect to 
amortize because of the comparatively small 
premiums on their bonds, but now, with 
substantial premiums the rule, practically 
all banks do (and they certainly should) 
amortize. The election can be made for 1945 at 
the time of filing 1945 tax return on March 
15, 1946, or at a later extension date, even 
though the books have not been kept on 
that basis. 


After these preliminary remarks, let us 
get down to brass tacks. How can a bank 
make money on government bonds without 
a tinge of speculation and with no risk? 
Here is the answer for a Class III bank, 
and it applies even more forcibly to a Class 


“Rolling Over” Taxable Government Bonds 


Il bank. Sell taxable government bonds 
held over six months which show a profit 
after amortization. Buy back the same is- 
sues immediately. Any dealer will put 
through this trade at a cost of not more than 
1/32. A tax of twenty-five per cent is paid 
and the bonds are back on your books at 
the new higher cost. The ordinary income 
is thereafter reduced because the yield is 
lower. 


For instance, if a bond bought a year 
ago at a yield of 1.50 per cent is sold and 
repurchased at a yield of 1.30 per cent, the 
taxable ordinary income hereafter is only 
$13.00 annually instead of $15.00. If the 
bond has five more years to go, the ordinary 
income will be $10.00 less than if it had not 
been rolled over. This $10.00 is not lost 
because it has been taken out at the time 
the bond was sold and repurchased, but is 
the profit on the sale and subject to a twen- 
ty-five per cent tax rate rather than the 
higher rate applicable to current income. 


Extra Tax-Free Income 


No gross income is lost except the bro- 
ker’s commission of 3114¢ or less per bond. 
The saving is the differential between the 
ordinary rate and the long-term rate, less 
31%¢. On the basis of thirty-five per cent 
average tax on ordinary income for the next 
few years and twenty-five per cent on long- 
term gains, the saving effected in this case 
would be $1.00 less 31% ¢ or 6834¢ per bond. 
On $100,000 par value of bonds, the saving 
or, as we could describe it, the extra tax- 
free income, would be $68.75; on ten million 
dollars, $6,875.00. 


The amount is’ relatively small, however, 
and not worth the trouble to save. But 
remember, the lower the original cost, the 
larger the long-term profit and the more 
saving. If the bond mentioned above had 
been a two per cent bond subscribed for at 
par, or bought in the open market at par 
or very close thereto, the current income 
would be reduced from $20.00 to $13.00 an- 
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Coupon Net 


Profit Interest Amortization Interest 
Pur. 12-1-44 Par. 500,000.00 
Sold 12-15-45 104.7 521,093.75 21;093.75 10,384.12 10,384.12 
Pur. 12-15-45 104.8 521,250.00 (84 months to call date) 
Less Amort. 6 mos. 1,517.86 
519,732.14 
* Sold 6-15-46 104.6 520,937.50 1,205.36 5,000.00 1,517.86 3,482.14 
Pur. 6-15-46 104.7 521,093.75 (78 months to call date) 
Less Amort. 9 mos. 2,433.87 
518,659.88 
Sold 3-15-47 103.28 519,375.00 745.12 7,500.00 2,433.87 5,066.13 
Pur. 3-15-47 103,29 519,531.25 (69 months to call date) 
Less Amort. 12 mos. 3,396.72 
516,134.53 
Sold 3-15-48 103.15 517,343.75 1,209.22 10,000.00 3,396.72 6,603.28 
Pur. 3-15-48 103.16 517,500.00 (57 months to call date) 
Less Amort. 12 mos. 3,684.20 
513,815.80 
Sold 3-15-49 103.4 515,625.00 1,809.20 10,000.00 3,684.20 6,315.80 
Pur. 3-15-49 103.5 515,781.25 (45 months to call date) 
Less Amort. 18 mos. 6,312.42 
509,468.83 
Sold 9-15-50 102.2 510,312.50 843.67 15,000.00 6,312.42 8,687.58 
Pur. 9-15-50 102.3 510,468.75 (27 months to call date) 
Less Amort. 27 mos. 10,468.75 
500,000.00 
Call at Par 500,000.00 22,500.00 10,468.75 12,031.25 
26,876.32 80,384.12 27 813.82 52,570.30 
** 6/32 Broker’s Commission 937.50 
$27,813.82 $80,384.12 $27,813.82 $52,570.30 


* This sale actualfy could not be made until 6-17-46, to be long-term. 
** This probably would not exceed ;{;, thereby increasing the net saving. 


nually, a difference in five years of $35.00. 
Here the extra tax-free income would be 
$3.1875 per bond, $318.75-on $100,000, and 
$31,875.00 on $10,000,000. This assumes 
only one roll-over or sale and repurchase 
of the same bonds. 


Now is the time to give a little thought 
to your bond situation and to do a little 
figuring. After six months have passed, 
find out whether it will again be worth 
while to sell and repurchase. If the bond 


now carried at a 1.30 basis is selling at a 
1.25 or lower. basis, repeat the previous 
operation and thereby again reduce the cur- 
rent income subject to the higher tax rate. 
If the basis is still around 1.30, do nothing 
—wait for a lower basis. Every time you 
can sell, establishing a long-term gain, and 
repurchase at a lower basis, you are making 
more money on taxable government bonds. 
The higher the tax differential on ordinary 
income over long-term gains, of course, the 
more profit on the roll-overs. 
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You need not be an expert to make money 
on taxable government bonds bought for 
investment. You need only roll them over, 
that is, sell and repurchase the same issues 
immediately whenever a long-term profit is 
available. 

The table [page 248] reflects the profit possi- 
bilities in rolling over taxable bonds on the 
assumption that interest rates (the yield 
curve) will remain constant from December 
15, 1945, to December 15, 1952, and that the 
tax differential, thirteen per cent for 1946, 
will average ten per cent. It shows that a 
bank which was allotted $500,000 as of 
December 15, 1954-52 on December 1, 1944, 
at par, would realize a tax-free profit of 
$2,687.63 more by rolling over its bonds at 
various intervals then would a bank which 


simply held them straight through to De- 
cember 15, 1952. 


If these bonds were not rolled over, the 
total coupon interest of $80,384.12 would 
be taxable at the normal tax and surtax 
rate. There would have been no amor- 
tization. By rolling over, $27,813.82 of this 
interest, less commission paid, is converted 
to long-term gains. The same amount of 
gross income results from each procedure, 
but rolling over saves several thousand dol- 
lars. If there is no change in present tax 
rates, a Class II bank will save over 


ne 


$7,500.00 on this one block. 


You will observe that these bonds were 
rolled over six times from December 1, 
1944, date issued, to December 15, 1952, call 
date. Those particular roll-over dates were 
used to provide a convenient method of 
checking the accuracy of the calculations. 
The prices used are projected to correspond 
with prices of other two per cent issues as 
of December 15, 1945. See the table at the 
bottom of this page. 


In actual practice, with interest rates stable 
or lower, the roll-over of this issue would 
be faster, possibly ten or twelve times in- 
stead of six, with more net profit. Exactly 
how often to roll over the bonds will de- 
pend upon how often it is advantageous to 
do so. The problem requires a little thought 


and figuring, but is not at all complicated. 
The point is to roll over the bonds as often 
as possible to produce more long-term gain. 


An Answer to Objections 


The objection might be raised that this 
theory, while working beautifully with stable 
or falling interest rates, would not fare so 
well if interest rates went higher. In that 
event, it is true, the saving would not be 
as much because opportunities to roll over 
at a profit would be fewer. However, there 
need be no attempt to predict the course 
of interest rates in the future. That is a 
task for economists and prophets. We must 
deal with day-to-day realities. The yard- 
stick is to roll over when a long-term profit 
can be realized; otherwise, to hold what 
you have. You might not roll over as often 
as you would like nor produce results equal 
to those in the illustration described, but 
you cannot lose. 


There are even possibilities of producing 
excellent results in a fluctuating market, 
but that does require more than an ele- 
mentary knowledge of taxation and judg- 
ment as to the relative values of various 
issues of government bonds. Quite fre- 
quently it is worth while to take losses and 
to switch into other nearby issues. This 
action is indicated when short-term gains 
have been taken previously. When a loss 
is taken, however, the same issue cannot be 
repurchased for thirty days without nullify- 
ing the sale. 


Naturally, the more familiar a person is 
with his subject, the better results he should 
produce. If one has a thorough knowledge 
of taxation relating to banks and a sense 
of relative bond values, he should be able 
to make more net profits or tax savings by 
timing both gains and losses. On the other 
hand, one not quite so well versed can 
produce satisfactory results. He may not 
save as much as the expert, but he will save 
more by rolling over his bonds at every 
opportunity to obtain long-term gains than 
by doing nothing. If he does not want to 





Date of Roll-Over 


Time to Call Date 


Corresponding Issue 


12-15-45 7 years 12-15-54/52 
6-15-46 64 “ 6-15-54/52 
3-15-47 534 years 9-15-53/51 
3-15-48 4% “ 9-15-52/50 
3-15-49 3% =“ 9-15-51/49 
9-15-50 i 3-15-50/48 
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switch issues, he need not take any losses. 
He must wait only till the bonds can be 
rolled over at a profit. If there is never 
an opportunity, still there can be no loss 
when the bonds are paid at maturity. 


While many bankers constantly roll over 
their bonds, quite a number have not given 
roll-overs much consideration. They are 
losing money for their banks. A banker 
must give his bond account some thought. 
The taxation angle in connection with the 
investment account is of the same or of 
even more importance than credit reports 
in relation to the loan file. Potential tax 
savings not taken have the same result in 
the long run as bad loans. 


A Word of Caution 


A word of caution right here. Do not 
roll over partially exempts because the rate 
as ordinary income is less than the rate on 
long-term gains. Do not sell restricted is- 
sues allotted at par until they become 
eligible for repurchase by commercial banks 
in the open market. 


Among those bankers who have given the 
subject some thought but who have not yet 
seen the light, the main objections to rolling 
over are an intense devotion to par, ab- 
horrence of premium, and a distinct aver- 
sion to showing large profits in one year 
with consequent lower earnings in sub- 
sequent years. The writer takes a keen 
pleasure in converting income taxable at 
thirty-eight per cent (fifty-three per cent 
for Class II banks) into the same amount 
of income taxable at twenty-five per cent, 


but makes no pretense of being able to 
change human nature. If you don’t like 
premiums, you don’t like them. If you 
think it is better to have a bond on your 
books at $1,000 than to have it on your 
books at $1,060 with a reserve of $60.00 
against it, that is your privilege. If you are 
willing to pay more taxes to keep your 
bookkeeping on earnings at an even keel, 
all well and good. 


Bookkeeping Problems 


Some banks consider bond profits as 
extraneous or non-recurring income and ex- 
clude them from operating statements. By 
rolling over, their current operating profits 
are progressively reduced since the yield is 
lowered. Other banks credit the profits 
either to a general ledger reserve account 
or a bond valuation account on the bond 
ledger. Then, if deemed desirable or neces- 
sary, a prorata part of this reserve could 
be added to earnings periodically for state- 
ment purposes, with the effect of stabilizing 
earnings shown on operating reports. 


The writer’s view is to make more money 
by rolling over taxable bonds and taking 
profits at the lower tax rate as fast as time 
permits. Bookkeeping is of minor im- 
portance. The particular year in which the 
profits are taken need not be of grave con- 
cern. The important point is to take the 
profit at the lower rate. Explain it to your 
directors. The difference between thirty- 
eight per cent and twenty-five per cent is 


easily understood. [The End] 








GENERAL REVENUE OF ST. LOUIS 


General revenue of St. Louis totaled $31.8 million in 1944, a 4.8 per cent 
increase over the $30.3 million received in 1943. The expansion stemmed from 


gains in nearly every source of revenue. 


Tax collections, which accounted for 


more than five-sixths of total general revenue as compared with the general 


average of three-quarters, rose somewhat. 


Although the same rate applied to 


higher valuations caused a slight increase in the property tax yield, the principal 
cause of the rise in tax revenues was the re-enactment, in October, 1943, of the 
previously repealed cigarette tax. Taxes other than those on property accounted 
for more than one-quarter of general revenue, a far greater proportion than is 
true of most other cities.—Bureau of the Census, City Finances: 1944, January, 


1946. 
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China Trade Act Corporations 


By SEYMOUR S. BERDON 
The author is a Certified Public Accountant in New York. 


‘T™ HE PURPOSE of our present discus- 

sion is to outline the special privileges 
granted to China Trade Act corporations 
and to examine whether the underlying 
principles might be extended advantageously 
by Congress. 


In September, 1922, Congress passed the 
China Trade Act (42 Stat. 849, U. S., Code 
1934 ed., title 15, Ch. 4), its principal pur- 
pose being to stimulate trade with China. 
The Act provides that three or more in- 
dividuals, a majority of whom are citizens 
of the United States, may form a District 
of Columbia corporation for the purpose of 
engaging in busness with China. The firm 
name shall end with the legend ‘Federal 
Inc. U. S. A.” It may not engage in the 
business of banking and some related fields, 
nor in insurance, nor in the business of own- 
ing or operating a vessel, unless in the latter 
case the controlling interest in such cor- 
poration is owned by citizens of the United 
States. The Secretary of Commerce shall 
issue a certificate of corporation if he finds 
that such corporation will aid in developing 
markets in China for goods produced in the 
United States. 


The records of the corporation shall be 
open for public inspection. A majority of 
directors, the president and the treasurer, or 
each officer holding a corresponding office, 
shall be citizens of the United States, resi- 
dent in China. 


Tax Advantage 


China Trade Act corporations have an 
important tax advantage. They are allowed 
a credit against net income of an amount 
equal to the proportions of the net income 
derived from sources within China which 
the par value of the shares of stock of the 


China Trade Act Corporations 





corporation owned, (1) by persons resident 
in China, the United States, or possessions 
of the United States and, (2) by individual 
citizens of the United States or China 
wherever resident, bears to the par value of 
the whole number of shares of stock. There 
is one limitation: the diminution of the tax, 
by reason of such credit, may not exceed 
the amount of the special dividend certified 
to the Commissioner by the Secretary of 
Commerce. A special dividend, in contrast 
to a general dividend, which is distributed to 
all the stockholders, is assigned for the 
benefit of only those stockholders who (on 
the last day of the taxable year) were resi- 
dent in China, the United States or posses- 
sions of the United States, or were individual 
citizens of the United States or of China, 
in the proportion of their holdings. 


This means virtually that a China Trade Act 
corporation, if all its stockholders meet the 
qualifications mentioned above and the whole 
of its net income is derived from sources 
within China, can manage to be entirely free 
from any income tax. But it has to dis- 
tribute these earnings among ‘the qualified 
stockholders. The tax privilege is lost if 
the corporation accumulates its earnings 
rather than distributes them. But there is 
an additional privilege as to the time of dis- 
tribution. To secure the allowance of the 
credit it is sufficient that the dividend be 
distributed during the year ending on the 
date fixed by law for the filing of the cor- 
poration’s return. Accordingly, March 15 
of the subsequent taxable year seemed to 
be the time limit for the payment of the 
dividend (I. T. 2120 CB III—2 p. 249). But 
it has been held in the case of C. V. Starr 
& Co. Federal Inc., U. S. A. v. Commissioner 
(101, Fed. 2d 611—Feb. 3, 1939) [39-1 ustc 
{ 9298] by the Circuit Court of Appeals for 
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the Fourth Circuit, that a special dividend 
may be distributed on or before the date 
upon which a return is required pursuant to 
an extension granted by the Commissioner. 
Article 403 of Treasury Regulation 77 pro- 
mulgated under the Revenue Act of 1932 
provided that domestic corporations which 
transact their business and keep their records 
and books of account abroad should have an 
extension for filing the returns up to and in- 
cluding the fifteenth day of the sixth month 
following the close of the taxable year. In 
the case of China Trade corporations, which 
by provision of law can have no other fiscal 
year than the calendar year, this means the 
fifteenth of June after the close of the tax- 
able vear. 


Treatment of General Dividends 


The fact that a general dividend has no 
privileged treatment is interestingly illus- 
trated in the case of the China United Lamp 
Company v. Commissioner (38 BTA 111) 
[CCH Dec. 10,089]. This corporation declared 
a special dividend in an amount equal “to the 
amount of income tax which the corpora- 
tion would otherwise have to pay” and at 
the same time declared a general dividend. 
It distributed the amount computed as tax 
on its income tax return as a special divi- 
dend. Later the collector disallowed certain 
deductions and determined a deficiency. The 
corporation was not permitted to set off the 
general dividend paid against the deficiency. 


The extraordinary privilege granted to 
China Trade Act corporations made it neces- 
sary to exclude the credit for foreign taxes 
paid (Section 131 (g) IRC) and the right 
to file consolidated income tax returns (Sec- 
tion 141 (e) (5) IRC), to make it impossible 
“to transfer the tax exemptions to a holding 
company or a subsidiary by any intercor- 
porate financial adjustment.” (Congressional 
Record vol. 62, part 12, p. 12,434.) 


It might be sufficient merely to mention 
a similar credit against the declared-value 
excess-profits tax (Section 1202 (b)) which 
by virtue of the Revenue Act of 1945 is in- 
applicable to income tax taxable years end- 
ing after June 30, 1946. 


Purpose of Enactment 


The reasons which prompted the enactment 
of the China Trade Act might justify a 
broader application of the underlying prin- 
ciple. One of the principal reasons for the 
passage of the act was “the impossibility of 
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attracting capital to invest in our corpora- 
tions so long as such corporations, while 
subject to our tax laws, have to compete 
with British and other corporations having 
tax exemptions of great importance” (Sen- 
ator Cummins, Congressional Record, vol. 
62, part 12, p. 12,433.) Great Britain ex- 
empted her China corporations from all tax- 
ation on the part of the Empire. So did 
France and other countries. Great Britain 
organized companies to do business wholly 
within China under the “Hongkong or- 
dinances” and France organized national 
corporations to that effect. During the dis- 
cussion of the bill in the Senate, Senator 
Cummins pointed out that federal corpora- 
tions or quasi federal corporations were a 
necessity in China: “The people of China 
know the United States, and they feel secure 
when they are dealing with any agency 
created by the United States. They do not 
so feel when they are brought in contact 
with corporations, organized under the laws 
of the states.” (p. 12,432 above.) It was the 
opinion of the Treasury Department that 
the tax exemption would increase rather 
than diminish the revenue from business 
controlled by American citizens wholly within 
China. And it was believed that the or- 
ganization of corporations of this kind would 
“tremendously enhance or increase the trade 
and commerce of the United States. <A 
corporation organized to carry on business 
in China would purchase essentially all of 
the things in which it deals from countries 
outside of China. An American corporation 
would at least have a tendency to buy in 
the United States rather than in any other 
country upon anything like even terms.” 

When the bill went before the Senate, 
Senator King of Utah suggested: “It would 
be wiser, however, to amend the general in- 
corporation law which has been enacted by 
Congress for the purpose of dealing with 
District of Columbia corporations and pro- 
vide generally for the organization of cor- 
porations to engage in foreign trade and 
commerce if the general act is not sufficiently 
broad to permit this to be done. In other 
words, general incorporation acts I regard 
as preferable to special and private acts 
creating corporations. There is no reason 
why corporations to carry on trade and 
commerce in China or South America or 
any other country should not be organized 
under general incorporation laws.” 


Promotion of Foreign Commerce 


It seems appropriate to consider whether 
among the many postwar problems par- 
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ticular consideration should not be given to 
the promotion of foreign commerce by all 
the means which in the past have proved 
successful and by other means of a progres- 
sive nature. It is true that some of the 
reasons for the enactment of the China 
Trade law are attributable to the particular 
conditions of that country. But its basic 
idea seems to be of importance in a time 
when many of our foreign markets have to 
be re-acquired by sweat and toil of enter- 
prising business men. Since almost all the 
trading peoples of the world are confronted 
by the same problem, it is certain that a 
strong competition has to be met, supported 
by all the privileges, particularly in the field 
of taxation, which a government finds not 
too highly priced, to buy an important ad- 
vantage for its economy. It might even pay 
not to wait for any tax privilege laws of 
competing nations and to grant privileges 
after the pattern of the China Trade laws, 
regardless whether or not other countries 
do or do not enact similar provisions. There 
must be some inducement for business men 
with a pioneering spirit to engage in foreign 
trade rather than to content themselves with 


more comfortable trotting within the old 


and tested paths of commerce. 


The Internal Revenue laws grant cer- 
tain advantages in addition to those presently 
discussed to Western Hemisphere Trade 
Corporations (Section 15 (b), 109 IRC), 
and furthermore to income from sources 
within a possession of the United States 
(Section 251 (a) IRC). 


The principle of favoring foreign trade 
is thus established, though as an exceptional 
measure. To make the exception the rule, 
might prove a valuable step in postwar re- 
orientation. General rules for the qualifica- 
tion of domestic corporations engaged 
exclusively in foreign trade might be in- 
appropriate to furnish desirable solutions in 
the interest of the general economy. If that 
is so, then in analogy of a provision of the 
China Trade Act, the Secretary of Com- 
merce could be authorized to issue a cer- 
tificate of incorporation if he finds that such 
corporation will aid in developing markets 
in the particular country in question for 
goods produced in the United States. 


[The End] 





STATE TAX COLLECTIONS IN 1944 


HE forty-eight states collected a total of $5,407 million in state tax revenue in 

the 1944 fiscal year, a new peak 5.8 per cent above the 1943 total of $5,113 
million. The tax structure having remained essentially the same as in 1943, the 
development of the 1944 tax collections was influenced chiefly by the economic 
trend, especially the rise of personal and business incomes, the higher prices for 
many goods and services, and the wartime scarcity of certain commodities. 


Among the major taxes, those based on income showed the largest increases, 


led by the corporation income tax with a 31.2 per cent rise. The unemployment 
compensation tax surpassed the previous year’s yield by 12.5 per cent. Third in per 
cent of increase was the individual income tax, 7.8 per cent above 1943. Taxes based 
on sales and gross receipts as a whole remained almost unchanged, because the 
| decreases in gasoline and liquor taxes compensated for the higher proceeds of the | 
other sales taxes. 


As a group the sales taxes are still leading state tax collections, representing 
about forty per cent of all state taxes. 


Production for the war effort lay behind the new record of state tax collections. 
However, data already available reveal that tax revenue of the subsequent fiscal year 
increased again, although at a slower rate——Bureau of the Census, State Finances: 
1944, January, 1946. 











China Trade Act Corporations 


GUSTAVE SIMONS 


T'wo Recent 722 Developments 


Mr. Simons, New York tax attorney and economist, has previously written for 


TAXES—The Tax Magazine on the subject of relief. 


In the January 1946 issue 


his comments were on the Fezandie and Sperrle, Inc. case, which was the first 


decision on the merits of a Section 722 case. 


This article deals with the second 


decision (the Monarch Cap Screw and Manufacturing Company), and the 
ruling GCM 24013. 


I 


The Monarch Cap Screw and Manufac- 
turing Company Relief Case: The decision 
in the Monarch Cap Screw and Manufactur- 
ing Company was promulgated on the same 
day as that of the Fezandie and Sperrle, Inc. 
case. It was the second case dealing with 
Section 722 relief on the merits, and is an 
important landmark, although it did not 
have quite as broad general application as 
did the Fezandie case. 


The first issue discussed in the opinion 
is the claim of a price war. Here the court 
ruled, quite properly, that it was necessary 
to demonstrate that prices were depressed 
for temporary, unusual and abnormal rea- 
sons and that the depression was not per- 
manent. If the depression were permanent 
it was reasonable to surmisegthat a subse- 
quent increase in price was due to the war 
and represented the abnormal condition. It 
was demonstrated that prices during the 
base period compared favorably with prices 
before the base period. 


Particularly interesting, however, was the 
fact that the court relied on price levels of 
1940 and 1941, making evident the fact that 
prices were not abnormally depressed dur- 
ing the base period. It was pointed out 
that the average price of the product in 
question for the years 1935-1942 was $8.63 
per thousand; in the base period, $8.73 per 
thousand; and in 1942, only $7.26 per 
thousand. 


This surprising reference to post-1939 data 
indicates to taxpayers that, while they may 
not rely on such post-base period data, nev- 
ertheless they must review it and be pre- 
pared to prove that the experience during 
the war years was not inconsistent with the 
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claims made. Post-1939 evidence apparently 
is being used in the Tax Court as a negative 
test, although unavailable as an affirmative 
argument. The practice of the Treasury 
seems to be similar. While this mode of 
taxing is apparently contrary to the explicit 
language of the statute, as a practical mat- 
ter it is recommended that tax practitioners 
make this check-up. If the test cannot be 
met, their claims will be mitigated in one 
way or another, however explicit this stat- 
ute may be. 


Also considered was a claim under Sec- 
tion 722 (b) (4) where the position of the 
Tax Court is most significant. It empha- 
sized the importance of demonstrating, in 
order to gain relief, that earnings or sales 
were advancing more favorably than those 
ot the industry or business in general. While 
it was tacitly conceded that a change in 
character was demonstrated, the claim was 
defeated because it was not shown that this 
change in character contributed to higher 
earnings and thereby established the base 
period earning record as an _ inadequate 
standard. In short, this thinking really re- 
verses traditional 722 procedure. Instead of 
showing a change in character and then re- 
constructing normal earnings, it is really 
necessary to indicate normal earnings first 
and then show that actual earnings were 
below them. If this cannot be done, the 
change of character will have no legal sig- 
nificance, anyway. This is why the check 
list which appeared in the April, 1945, issue 
of TAXEs outlined a procedure whereby the 
earnings trend of the taxpayer was exam- 
ined and an effort made to demonstrate that 
earnings were accelerated or that sales were 
advancing more rapidly than the compara- 
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tives chosen. When this is determined, the 
consultant has fertile ground to look for a 
qualifying change of character. Without 
proof of the earnings or sales trend, change 
of character will be of no help. In the 
Monarch Screw Cap and Manufacturing Com- 
pany, earnings during the base period fluc- 
tuated substantially in harmony with those 
of general business conditions, or even 
showed a disadvantage to the taxpayer. All 
of these conditions contraindicated relief 
under Section 722 (b) (4). In this connec- 
tion, the following quotations from the 
3ulletin on Excess Profits Tax Relief, pro- 
mulgated by the Treasury in November, 
1944, are particularly pertinent: 


“The fact that income had not reached 
normal by the end of the base period may 
be exhibited in the year-by-year progress 
made by the taxpayer. If no such progress 
is observable, there is no indication that the 
taxpayer was in a stage of initial development 
so that an extended period of two years 
would be expected to result in an improve- 
mient in earnings. It is not sufficient, how- 
ever, that the taxpayer’s earnings had been 
increasing, if they were increasing only at 
the same rate as those of comparable ma- 
ture members of the industry; this would 
show only normal industry growth. <A 
marked upward trend for the taxpayer as 
compared with mature concerns is needed 
to indicate developmental growth necessi- 
tating the use of the push-back rule.” 

The earnings of this taxpayer were as 
follows: 

“The average base period net income was 
$3,147.06. There was no great disparity in 
the net earnings of the base period years. 
They amounted to $4,103.64 in 1936, $3,450.48 


in 1937, $1,983.42 in 1938, and $3,050.68 in 
1939.” 


It is evident that these earnings did not 
comply with the test laid down above. 


The only way the taxpayer could have 
met the requirements of the law was to 
demonstrate that although its earnings did 
not reflect upward progress during the base 
period, nevertheless such increase in earn- 
ings was implicit in the changed character 
of the company, the change occurring so 
close to the end of the base period as to 
make it impossible to realize such increased 
sales prior to January 1, 1940. By market 
analysis and through the testimony of cus- 
tomers, the taxpayer might have been able 
to establish that the market potential was 
there, that increased sales would have been 
realized during the base period with two 
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years’ added experience, and that higher 
profits would therefore have resulted. Had 
this evidence been presented, the fatal de- 
fects in the taxpayer’s claim would have 
been avoided and the case might well have 
resulted otherwise. 


II 


The Present Status of GCM 24013: The 
case of Fezandie and Sperrle, Inc., promul- 
gated by the Tax Court on December 10, 
1945 (5 TC No. 144) [CCH Dec. 14,860], 
dealt with GCM 24013, which set forth the 
general rule that war rearmament was an 
economic abnormality and that a change of 
business or. reconstruction of normal earn- 
ings based thereon, even if it occurred prior 
to January 1, 1940, could not be considered 
in establishing the right to relief under Sec- 
tion 722 of the Internal Revenue Code. 


After GCM 24013 was issued, its general 
theory was broadened even further in the 
Treasury Bulletin on Excess Profits Tax 
Relief issued in November, 1944. This ex- 
cluded relief not only in cases directly tied 
in with pre-1940 rearmament but even where 
the connection was indirect. Generally, the 
Fezandie and Sperrle case is believed to have 
validated GCM 24013. 

That, in fact, it limited GCM 24013, as 
interpreted by the Treasury in its Bulletin, 
is clear by a comparison of the language of 
the decision and that of the Bulletin: 


Treasury Bulletin 


“The principles expressed in GCM 24013 
are not to be limited * in their application to 
the specific type of situation therein covered 
so as to be confined to events stemming di- 
rectly from the existence of war.* For ex- 
ample, the heavy armament programs of 
various nations prior to, as well as after, 
the actual outbreak of war in September, 
1939, are considered to have produced cer- 
tain abnormal conditions. Under these pro- 
grams some manufacturers, particularly 
producers of material which is necessary in 
preparing for war, received unusually large 
orders for their products well in advance of 
actual hostilities. Sales by the manufacturer 
or selling agent of such material could not 
have been expected to continue under normal 
conditions in the volume realized during the 
rearmament period. This is equally true in 
the case of sales made by producers to other 
concerns supplying war orders. Accordingly, 
normal earnings cannot be constructed on 
the basis of such abnormal conditions.” 


* Italics supplied. 





Fezandie & Sperrle, Inc. Case 


“For present purposes, we feel it sufficient 
to conclude that any assumption of higher 
profits in the base period which requires as 
an inescapable * condition the supposition of 
the earlier creation of the war situation fur- 
nishes no ground for application of the pro- 
visions of Section 722. Whatever elements 
of a taxpayer’s circumstances, or of general 
business, may be assumed to have been 
operative for periods earlier than the actual 
facts warrant, the war conditions, which 
gave rise to the enactment of the Excess 
Profits Tax Act itself, cannot be given a pre- 
dated effect for any purpose.” 


Thus it appears that the Treasury did 
seek to apply GCM 24013 to exclude con- 
sideration of rearmament orders actually 
obtained by a taxpayer during the base 
period and to preclude taxpayers from re- 
constructing on the basis of the rearmament 
program as it actually existed. In short, a 
taxpayer which would have changed its 





character anyway, but which in its changed 
character did get some benefit from the war, 
as all corporations making claims under 
Section 713 did, could not qualify. GCM 
24013 as interpreted in the Fezandie case, 
however, is much more limited. and merely 
prevents us from pre-dating the effect of 
the war so as to establish a fundamental 
qualification. It would seem clear that if 
the average corporation, actually in existence 
during the base period and filling rearma- 
ment orders, was entitled to an excess prof- 
its tax credit based on these rearmament 
orders under Section 713, then a corpora- 
tion which can qualify for relief under con- 
ditions not “inescapably” tied in with the 
war should be entitled, after it has estab- 
lished qualification independently of the 
war, to reconstruct normal earnings on its 
own fair share of business as it actually 
existed in the base period, for its competi- 
tors, as well as for itself, even if some of this 
business was of a military nature. [The End] 





* Italics supplied. 


CHICAGO, ILLINOIS 


The effect of the war on Chicago’s finances in 1944 was a continued con- 
traction of both revenue and expenditure. The war-induced employment boom 
caused another marked reduction in public welfare expenditure and in aid received 
from the state for this purpose, while wartime shortages of materials and labor 
had the same influence on highway outlay and highway aid. These shortages 
were also responsible for the curtailment of subway construction, which was 
reflected in a decrease in general revenue contributions to the project. By 1944, 
both general revenue and general expenditure had dropped a tenth below their 
1942 levels. As in the three preceding years, expenditure exceeded revenue. 

The property tax levied for collection in 1944 was $1.8 million less than the 
1943 levy and, because property was assessed on a basis of 100 per cent of true 
value instead of the thirty-seven per cent formerly used, was imposed on valua- 
tions almost $3 billion greater. While a corresponding reduction occurred in the 
nominal tax rate, the effective rate was virtually unchanged. However, tax collec- 
tions were adversely affected; only about eighty-five per cent of the current levy 
was collected, largely because of protested assessments. As a result of the change 
in basis of assessment, Chicago’s legal debt limit, fixed by the Illinois constitution 
at five per cent of the value of taxable property, rose from $93.1 million at the 
beginning of 1943 to $241.3 million at the beginning of 1944, and unused borrow- 


ing capacity was enormously increased. 


The reduction of both gross debt and net long-term debt continued. Of new 
borrowings during the year, more than half represented an increase in tax antici- 


pation warrants outstanding. 


General revenue of Chicago totaled $101.8 million in 1944, a 5.6 per cent 
decrease from the $107.8 million received in 1943. The decline was due mainly 
to a $4.6 million decrease in property tax collections and a $3.1 reduction in aid 
received from other governments.—Bureau of the Census, City Finances: 1944, 


January, 1946. 
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CASES THAT MAKE TAX HISTORY—Cont. from page 207 





employer never condoned the crime and 
continued to hold his bookkeeper liable to 
restore the funds even after he had been 
convicted. Under the law of the state where 
the crime was committed, the employer 
could replevy any of the embezzled funds in 
the possession of his former employee. The 
embezzler was under liability to his em- 
ployer. Held: Under such circumstances, 
the property right to the money never hav- 
ing passed to the embezzler, the funds so 
embezzled are not per se taxable income 
to the embezzler. Laird Wilcox et ux v. 
Commissioner, 148 Fed. (2d) 933 [45-1 ustc 
{ 9264]; certiorari granted October 8, 1945. 
(The Tax Court and the Bureau consistently 
hold that embezzled monies constitute tax- 
able income.) 


Widow taxable on money received from 
employer of deceased husband: The hus- 
band operated as his own a branch office 
for the employer corporation, after an agree- 
ment entered into, in consideration of his 
abandonment of a plan to go into business 
for himself, for the purpose of building up 
an estate which he could leave to his wife. 
Pursuant to the agreement, after his death, 
the widow received $12,000 annually, which 
she reported in her income tax returns as 
salaries, fees, etc. The Commissioner dis- 
allowed the deduction to the corporation 
making the payment, and the taxpayer, upon 
being so informed, sued for refund of tax 
accordingly. She contended that if the 
corporation could not claim the payment as 
an expense deduction, then it should not be 
taxed to her as income. Held: The entire 
amount represents taxable income to the 
taxpayer under Section 22 (a) of the Reve- 
nue Act of 1932. Jennie C. Flarsheim v. 
U. S., 62 Fed. Supp. 740 [45-2 ustc J 9389]. 
(But see, J. T. 3329, 1939-2 CB 153 and Sec- 
tion 29.23(a)-9 of Regulations 111 [next to 
the last sentence]. Where no contract to 
pay a widow exists, payment of a limited 
sum for a limited time is regarded as a gift 
and is not taxable to the widow, although 
fully deductible by the corporation as a 
business expense.) 


Essay prize award not taxable: The tax- 
payer was awarded for an essay a prize of 
$3,000, the income from the Ross Fund of 
$100,000 bequeathed to the American Bar 
Association. Held: The prize money, be- 
ing a gift within the meaning of Section 
22 (b) (3) of I. R. C., was not taxable. A 
careful analysis of the circumstances, docu- 


Important 1945 Cases 





ments and law was made, and the distinc- 
tion between non-taxable gifts and taxable 
income pointed out. Malcolm McDermott v. 
Commissioner, 150 Fed. (2d) 585 [45-2 usrc 
{ 9340]; no petition for certiorari will be 
filed. (See also Pauline C. Washburn v. 
Commissioner, 5 TC —, No. 162, December 
28, 1945 [CCH Dec. 14,900], where $900 
award from “Pot O’ Gold” radio program 
was held to be an outright gift and not 
income.) 


Debenture distribution in recapitalization 
taxed as a dividend: The taxpayer was prin- 
cipal stockholder of a corporation which 
exchanged its $100 par value common stock 
for new no par common stock with stated 
value of $50 per share, and twenty-year de- 
benture bonds, bearing six per cent interest, 
of a face amount equal to one-half the par 
value of the old stock. No change was 
made in the corporation’s surplus account 
and no dividend declaration was voted. Au- 
thorized capital was reduced by fifty per 
cent, and such amount was accordingly 
transferred to the debenture bond account. 
Held: The debenture distribution consti- 
tuted a taxable dividend to the extent of 
the value of the debenture bonds and the 
corporation’s accumulated earnings, not- 
withstanding that the surplus remained un- 
changed. The taxpayer also failed to show 
that the transaction had a business purpose. 
The court admitted that a few hundred 
dollars would be saved in New Jersey fran- 
chise taxes and an indeterminate amount in 
federal income taxes. However, the six 
per cent interest on the issue of nearly 
$300,000 would far exceed the potential sav- 
ings in taxes. Certainly, if this money had 
been borrowed from outsiders, this would 
be a losing proposition. Adam A. Adams v. 
Commissioner, 5 TC 351, [CCH Dec. 14,631], 
five dissents (reversing 4 TC 1186 [CCH 
Dec. 14,505]); pending before CCA-3. 


Liens 


U. S. tax lien applies to after-acquired 
property: Liens against one Maddas were 
obtained for income taxes for the years 
1920 to 1922 and for 1936. The first three 
lien notices were filed in 1939 and the last 
in 1941; these amounted to over $1,000,000. 
Upon discharge as receiver in bankruptcy, 
in 1940, Maddas was awarded some $3,200 
in fees. In 1941, the taxpayer obtained 
judgment against Maddas and issued at- 
tachment-execution against his receiver’s 
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fees. The District Court enjoined the pro- 
ceedings; and subsequently, when the in- 
junction was made permanent, the fund was 
ordered retained for allocation to the gov- 
ernment’s tax liens. Held: The govern- 
ment lien applies to after-acquired property 
of a delinquent taxpayer (Maddas). Sec- 
tion 3670 of I. R. C. covers the property 
subject to lien, and Section 3671 pertains to 
the period of the lien which “shall continue 
until the liability for such amount is satis- 
fied or becomes unenforceable by reason of 
lapse of time.”’ Glass City Bank of Jeannette, 
Pennsylvania v. U. S., 66 S. Ct. 108 [45-2 
ustc J 9449]. 


Penalties 


Penalty for failure to file return: For the 
year ended February 28, 1943, the taxpayer’s 
corporation income tax return showed a net 
loss of $95,000. Consequently, no excess 
profits tax return was filed. However, the 
adjustments made by the Commissioner on 
audit transformed the net loss into a net 
income and possibly into an excess profits 
net income. The Commissioner assessed 
the twenty-five per cent penalty for failure 
to file the excess profits tax return. Held: 
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sponsored by the Federal Bar Association, is as follows: 


Jacquin D. Bierman and A. J. 








The twenty-five per cent penalty applied. 
P. Dougherty Company v. Commissioner, 5 
TC 791, September 24, 1945 [CCH Dec. 
14,763 }. 

Penalty not sustained: The taxpayer, a 
practicing tax attorney, had been filing in- 
come tax returns since 1917. On April 15, 
1943, the Commissioner assessed a deficiency 
of $2,400 against him for the year 1929, and 
added the twenty-five per cent penalty for 
failure to file the 1929 return. The receipt 
of the income charged by the Commissioner 
was admitted by the taxpayer, who asserted 
that he had filed the 1929 return but that 
it showed no tax due. He pleaded that the 
statute of limitations had run prior to the 
posting of the notice of deficiency. The 
taxpayer had neither a copy of his 1929 re- 
turn nor his worksheets. His 1930 return 
reported to the Commissioner that he had 
filed his 1929 return. If the return were 
not filed, the Collector should have so ad- 
vised the taxpayer at the time and not some 
thirteen years later. Held: Penalty for 
failure to file return was not imposable. 
Thomas IVatson v. Commissioner, TC Memo, 
October 31, 1945 [CCH Dec. 14,829(M)]. 


[The End] 
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| ECONVERSION of our economy to a 

peacetime basis has brought reduced 
profits to many business enterprises. Loss of 
war contracts has affected profits, as have 
the costs attending the launching of peace- 
time operations. Except for the installation 
of major peacetime facilities, which are 
capitalized and not expensed, these busi- 
ness costs can in large measure be re- 
covered by refunds of the high wartime 
taxes paid during the boom years, and 
might even be spread over future years. 
The operational policy of many concerns in 
1946 as to equipment repairs, experimental 
schedules, marketing surveys, labor rates 
and advertising programs will be partly 
<overned by the fact that the year’s opera- 
tions may entitle them to carry-backs and 
carry-overs. The United States Treasury 
estimates that about $1 billion will be re- 
couped by taxpayers through these tax de- 
vices for 1945 and 1946. Other estimates 
are much higher. 


Carry-backs and carry-overs* arise as a 
result of operating losses and unused excess- 
profits tax credits. Carry-backs offer refunds 
of taxes already paid; carry-overs minimize 
current taxes. In general, operating-loss 
carry-backs and carry-overs may be spread 
over one or more of the two previous years 
and the two succeeding years. Similarly, 
an unused excess-profits credit may be dis- 
tributed over a maximum five-year period. 
Although an operating loss is essential to 
create an operating-loss carry-back and 





1 The amount of judicial opinion on the subject 
of carry-backs and carry-overs is negligible. Ac- 
cordingly, taxpayers interested in this subject 
should familiarize themselves with sections 122 
and 710 of the Internal Revenue Code in par- 
ticular and the other pertinent sections 13(a), 
22(b), 23(b)(s), 117(b)(d), 129 and 711. For 
further clarification sections 29.122 and 35.710 of 
the regulations should prove helpful. 
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Carry-backs and Carry-overs 


By J. H. LANDMAN 


Reprinted from The Conference Board Business Record, a publication of 
The National Industrial Conference Board, Inc., New York. Mr. Landman is 
tax specialist of its staff. 


carry-over, unused excess-profits credits can 
result even when substantial profits are 
realized, provided these profits are less than 
the excess-profits credits. 


Operating-Loss Carry-backs and 
Carry-overs 


The following illustration exemplifies the 
principles involved in operating-loss carry- 
backs and carry-overs: 


A taxpayer who sustains an operating loss 
in 1946 may carry this loss back first to 1944. 
Any 1946 loss which is in excess of the 1944 
profits is then applied to 1945 income. The 
remaining loss, if any, may be used to offset 
in chronological order the profits of 1947 and 
1948. Thereafter, any balance is abandoned. 


The following table outlines the chrono- 
logical sequence in which net operating-loss 
carry-backs and carry-overs are applied. 
Unused excess-profits credits receive similar 
treatment. 


Operating 
Losses and 
Unused 
Excess- 
profits 
Credits Apply Then Apply 
Arising in Back to Forward to 
i a 1940 then 1941 
PPG Sishenais a 1941 then 1942 
| re MA ca eiincud 1942 then 1943 
i ee 1941 ..1943 then 1944 
a 1941 then 1942..... 1944 then 1945 
ee 1942 then 1943 ..1945 then 1946" 
ae 1943 then 1944 ..1946 then 1947» 
TING... c ccs 1944 then 1945.. .1947 then 1948» 





8 Carry-backs may not be used to reduce 
profits before 1941. 

> Excess-profits taxes were repealed for the 
year 1946 and thereafter. Therefore, except for 
1946, no unused excess-profits credits will arise 
in these years, and no such credits can be ap- 
plied to any of them by carry-backs or carry- 
overs. 
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Net operating-loss carry-backs and carry- 
overs are available to individuals, corpora- 
tions, estates and trusts.* In order to preserve 
the benefits of net operating-loss carry-backs 
and carry-overs, the legal business organiza- 
tion must not lose its identity. An organi- 
zational change is sufficient to destroy these 
tax advantages. Successor and predecessor 
corporations lose their intercorporate opera- 
ting-loss carry-backs and carry-overs.*? A 
change from corporate to partnership organ- 
ization, and vice versa, would entail the loss 
of these tax benefits. The removal of a 
corporation from one state to another,* and 
the merging of two or more corporations ° 
have the effect of vitiating inter-corporate 
carry-backs and carry-overs.® 

In applying the carry-back or carry-over, 
the net operating loss is not annualized. 
That is, fractional or “short” years of even 
as little as one month’s duration are con- 
sidered full years for purposes of the two-vear 
carry-back and carry-over.’ New corpora- 
tions, and established corporations contem- 
plating a change in accounting periods, should 
give this phenomenon due consideration. 


Before 1942, losses sustained by a group 
of corporations filing a consolidated tax re- 
turn were deducted by the group or by the 
parent company. A seceding subsidiary of 
the group, even though it incurred the loss, 
was not entitled to take the carry-backs and 
carry-overs with it. Losses before the filing 
of the consolidated tax return were carried 
over by the company which experienced 
them. Losses sustained after the termina- 
tion of the consolidation were deducted by 
the parent company through carry-backs. 


Jeginning with 1942, the combined income 
of consolidated companies may be reduced 
through carry-backs or carry-overs by losses 


2 Partnerships, but not the individual part- 
ners, common trust funds, corporations improp- 
erly accumulating surpluses, personal holding 
companies, foreign personal holding companies, 
corporate life insurance companies, mutual in- 
surance companies except life and marine, and 
regulated investment companies are denied the 
application of net operating-loss carry-backs and 
ecarry-overs. Individuals who have carried on 
trade or business at a loss for five consecutive 
years—the hobby loss—are also denied this tax 
minimization privilege. Internal Revenue Code 
Section 170; Section 189; Section 102(d)(1); Sec- 
tion 505(c); Section 336(b)(3); Regulations Sec- 
tion 29.201-7(a); Regulations Section 29.207-4(a) ; 
Section 362(b)(1), (2); Regulations Section 
29.204-3; Section 130(a). 


3 New Colonial Ice Co., Inc. v. Helvering, 292 
U. S. 435, 54 S. Ct. 788; Charles Laughton, 40 
B. T. A. 101; Schmuker Company v. Keystone 
Stores Corp., 12 F. Supp. 287. 


4 General Finance Co. of Philadelphia Pa., v. 
Com’r, 85 F. (2d) 846. 
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suffered by individual companies regardless 
of whether they occurred prior or subse- 
quent to the consolidation. Losses sustained 
by component companies prior to the filing 
of a consolidated tax return are applied to 
the respective incomes of those companies. 
However, all losses before and after con- 
solidation may be applied in the preparation 
of the consolidated return up to the maxima 
of the income of the companies incurring 
them. 


Computation 


“Net loss” as it appears on the income-tax 
return is rarely, if ever, net operating loss 
as it is computed for carry-back and carry- 
over purposes. Adjustments must be made 
to reflect what Congress named a true eco- 
nomic loss. Accordingly, the loss on the 
tax return must be reduced by the following 
deductions, specified in Section 122 (d) of 
the Internal Revenue Code: 


a. The deduction for depletion must be ad- 
justed to the amount that would be allowable 
on the basis of cost of assets and not on dis- 
covery value or percentage depletion. 


b. Capital gains and losses must be computed 
by noncorporate taxpayers without reference 
to the 50% rate for the long-term holding 
period of assets to arrive at income or loss. 
Deductions for capital losses may not exceed 
the amount of the capital gains.’ 


For taxable years beginning before Janu- 
ary 1, 1942, corporations were permitted to 
partially deduct capital losses in computing 
income. Accordingly, for those years, such 
losses must be added back to compute their 
gross income.” For taxable years beginning 
after December 31, 1941, this treatment of 
capital losses does not apply because no net 


5 Pennsylvania Company for Insurance on 
Lives and Granting Annuities v. Com’r., 75 F. 
(2d) 719. 

® A new corporation can be regarded as a con- 
tinuation of a predecessor corporation where the 
latter had been terminated because of a limited 
life prescribed in its charter. But, where a 
corporate charter had been forfeited because of 
a failure to pay state fees, its successor corpora- 
tion was considered a new tax entity without 
the advantages of the predecessor’s carry-backs 
and carry-overs. Thus, the respective state laws 
govern as to whether a legal entity is preserved 
and continues to exist. McLaughlin v. Purity 
Inv. Co., 75 F. (2d) 30; Weber Flour Mills Co., 
32 B. T. A. 181; California Barrel Co., v. Com’r., 
81 F. (2d) 190; Anheuser-Busch, Inc. v. Becker; 
Weber Flour Mills Co. v. Com’r., 82 F. (2d) 764. 

* Regulations Section 29.122-1 (a). 

8’ House Report on Revenue Bill of 1939, C. B. 
1939-2, 517; Regulations Sections 29,.122-2 and 
29.122-3. 

® Code Section 122 (d) (4), Regulations Section 
29.122-3 (a) (4). 

10 Regulations Section 29.122-2 (4). 
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capital loss for those years was deductible 
from ordinary income. 


Noncorporate taxpayers must segregate 
their gains into those arising from business 
and nonbusiness transactions. As for busi- 
ness capital gains or losses, no net loss com- 
puted on the 100% basis may be deducted 
from income.“ How one arrives at eco- 
nomic loss by this treatment is difficult to 
comprehend. 


c. Wholly tax-exempt interest, as that from 
state obligations, minus the expenses to carry 
these securities, must be added back to gross 
iwcome.” This treatment of tax-exempt in- 
terest has been held not to be a violation 
of the constitutional immunity from taxation 
of such income. No adjustment need ‘be 
made for partially tax-exempt interest, sub- 
ject only to surtax. 


d. In the case of noncorporate taxpayers, 
deductions from income other than those con- 
nected with the operation of a trade or business 
regularly carried on by the taxpayer are allow- 
able only to the extent that they are offset by 
gross income not derived from a regular trade 
or business. On the other hand, all corporate 
deductions are classed as “business.” 


e. A deduction, however, is allowed for the 
amount of excess profits tax paid or accrued. 
Though only corporations can avail them- 
selves of this advantage, because they alone 
paid excess-profits taxes, it is rarely appli- 
cable. Up to December 31, 1941, the excess- 
profits tax was allowed as a deduction in 
computing net income for normal tax and 
surtax purposes. Accordingly, this excess- 
profits tax adjustment applies to taxable 
years beginning after that date.* 


“1. Deductions for 1942 
Less: 


Such a deduction might arise in a cash- 
basis corporation which paid an excess-profits 
tax for a preceding year, while it had sus- 
tained an operating loss in the current year. 
Some argue that this deduction affords an 
undue advantage to cash as against accrual- 
basis taxpayers. They contend that accrual- 
basis companies should be allowed to adjust 
for taxes accrued during the prior year, but 
which they paid during the year of the 
operating loss. 


The Regulations provide the following 
illustration to summarize the steps in the 
computation of a net operating loss for a 
corporation: ™ 


“For the year 1942 the X Corporation, 
which makes its income-tax returns on the 
calendar-year basis, has gross income as de- 
fined in section 22 of $400,000 and deductions 
allowed by section 23 of $600,000, exclusive 
of any net operating loss deduction. Included 
in gross income are long-term capital gains 
of $50,000 and short-term capital gains of 
$25,000. The corporation had long-term 
capital losses of $60,000 and short-term capi- 
tal losses of $35,000, which are deductible 
to the extent of the capital gains, or $75,000. 
The X Corporation also deducted $75,000 
for depletion on a percentage basis. If 
depletion had been computed without refer- 
ence to percentage depletion, the amount of 
such deduction would have been $5,000. For 
1942 the X Corporation also had $35,000 of 
wholly tax-exempt interest, and paid $15,000 
in interest on indebtedness incurred to carry 
the obligations from which such tax-exempt 
interest was derived. 


“On the basis of these facts the X Corpo- 
ration has a net operating loss for the year 
1942 of $110,000, computed as follows: 


$600,000 


Excess of percentage depletion over cost ($75,000 minus 


$5,000) 


Deductions adjusted as 
(item 1 minus item 2) 


Gross income for 1942 


Plus tax-exempt 
minus $15,000) 


required 


interest minus 


Gross income adjusted as 
(item 4 plus item 5) 


Net operating loss for 1942 (item 3 minus item 6) 





1 Section 122 (d) (4); Regulations, 
29.122-3 (a) (5); Regulations Section 
(c) (2). 

12 Warren Steam Pump Company, 23 B. T. A. 
585; Philadelphia Fire and Marine Insurance 
Company v. U. 8., 3 F. Supp. 655. 


Section 
29,122-3 


Carry-backs and Carry-overs 


by section 122 (d) 


interest 


required by section 


70,000 


$530,000 
$400,000 


($35,000 


paid 
20,000 
122 (4) 
420,000 
$110,000” 
13 Section 122 (d) (6); Section 122 (d) (6) (A); 


Section 122 (d) (6) (B); Section 122 (d) (6) (C). 
4 Regulations, Section 29.122-2. 





The Regulations then go on to present 
the following illustration to clarify the cal- 
culation of a net operating loss for the 
individual taxpayer: 

“A. an individual who makes his income- 
tax returns on a calendar-year basis has 
gross income of $483,000 and deductions 
(exclusive of a net operating loss deduc- 
tion) of $600,000 for 1942. Included in gross 
income are business long-term capital gains 
(as defined in section 117 (a) (4)) of $25,000 
(amount of actual gain $50,000) on assets 


held for more than 24 months, and non- 
business income of $10,000. Included among 
the deductions are a business long-term 
capital loss (as defined in section 117 (a) (5)) 
of $30,000 (amount of actual loss $60,000) 
on a capital asset held for 19 months, and 
deductions incurred in transactions not con- 
nected with a trade or business of $12,000. 
A has no other items of income or deduc- 
tions to which section 122 (d) is applicable. 
On the basis of these facts A has a net 
operating loss for 1942 of $110,000, computed 
as follows: 


“1. Deductions for 1942, exclusive of capital losses ($600,000 


minus $30,000) 


$570,000 


Plus amount of actual capital loss ($60,000) to extent such 
amount does not exceed actual capital gains ($50,000) 50,000 


. Sum of items (1) and (2) 


$620,000 


Less excess of nonbusiness deductions over nonbusiness 


income ($12,000 minus $10,000) 


2,000 


Deduction adjusted as required by section 122 (d) (item 


(3) minus item (4)) 


Gross income for 1942 


$618,000 
$483,000 


Plus excess of long-term capital gains actually realized over 
amount previously taken into account ($50,000 minus 


$25,000) 


“8. Gross income adjusted as required 


(item (6) plus item (7)) 


“gq 


The general effect of these adjustments to 
establish the true economic loss is to diminish 
the losses reflected on tax returns. 


Application 


Once the net operating loss for a given 
year is determined, it is applied in strictly 
chronological order as a carry-back to the 
second and then to the first preceding year, 
and as a carry-over to the first and then the 
second succeeding years. Carry-overs are 
permitted beginning with losses sustained in 
1939, but carry-backs may not be used to 
reduce profits before 1941. 


Just as the operating loss of a year must 
be recalculated to fit Congress’s definition 
of an economic loss, so must the income of 
the years to which the loss is carried be 
increased to conform to the definition of 
economic profit. The net incomes of cor- 
porate taxpayers for such years must be 
adjusted for depletion, tax-free interest, 
excess-profits tax, and net operating losses. 
In the case of noncorporate taxpayers an 
adjustment for capital gains and losses must 


Net operating loss for 1942 (item (5) minus item (8)) 


25,000 


by section 122 (d) 


508,000 
$110,000” 


be made instead of the excess-profits tax 
adjustment. No net capital loss may be 
taken by noncorporate taxpayers. 


Deductions limited to a percentage of the 
taxpayer’s net income, as for example, chari- 
table contributions, must be recomputed 
after the foregoing adjustments have been 
made. 


Amount of Deduction 


The sum of the carry-backs and carry- 
overs is not the net operating-loss deduction 
allowable in a given year. The net operating- 
loss deduction is computed by reducing the 
sum of the carry-overs and carry-backs by the 
amount the net income of the taxpayer, for 
the year to which the deduction is being 
applied after the previously discussed ad- 
justments, exceeds: In the case of corporate 
taxpayers, the normal tax net income without 
any deductions for net operating loss, and 
without the credit for income subject to the 
excess-profits tax; in the case of noncorporate 
taxpayers, the net income without deduction 
for net operating losses. 
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The purpose of the net operating-loss 
deduction provision is to refine still further 
the business operations of the taxpayers so 
that the net operating-loss carry-backs and 
carry-overs are predicated on the taxpayers’ 
economic experiences rather than on their 
incomes as shown on their tax returns. 


Effect on Excess-Profits Tax 


The net operating-loss deduction of a 
year, resulting from the impact of a carry- 
back or carry-over, reduces the excess- 
profits tax, if any, as weil as the normal 
tax and surtax. But some further adjust- 
ments have to be made to arrive at net 
income subject to excess-profits tax. 


The excess-profits tax may not be de- 
ducted to arrive at net operating loss. If 
the year of the net operating loss, or the 
years to which the operating-loss carry- 
back or carry-over is applied, is on the 
invested capital basis, only 50% of the in- 
terest on borrowed capital is allowed as a 
deduction in those years. 


Finally, in converting the total carry- 
overs and carry-backs into the net oper- 
ating loss deduction for excess-profits tax 
purposes, the carry-backs and carry-overs 
must be reduced by the difference between 
the excess-profits net income after the 
carry-back and carry-over adjustments and 
the excess-profits net income computed 
without the net operating loss adjustment. 


A net operating-loss deduction may also 
create an unused excess-profits tax credit 
in the year to which it is carried. This 
unused credit may in turn be carried back 
or carried over for two years. In this un- 
usual but theoretical situation, seven instead 
ot five years may be involved as a result 
of an operating loss in one year. In an 
extreme sense, nine years may be involved 
if a four-year carry-over is also established. 
Actually, these two strange phenomena 
cannot occur, except where short years 
are involved, because carry-backs may not 
reduce taxes of years prior to 1941, and 
there are no excess-profits taxes for 1946 
and thereafter. 


What Year’s Law Governs 


Is it the law of the year which gave rise 
to the loss or the year to which the carry- 
over or carry-back is applied that governs? 
This moot question has only recently been 
reconsidered and decided by the court. 


In Moore, Inc. it was held that the law 
of the year to which the net operating loss 


1% 4 TC 404; affirmed by CCA-5, 151 Fed. (2d) 


527. 


Carry-backs and Carry-overs 


is carried rather than the year in which the 
loss is suffered controls. In that case, the 
1941 law provided that long-term capital 
losses could be deducted only to the extent 
of long-term capital gains in computing the 
carry-over. Accordingly, no part of Moore’s 
$15,000 loss could be deducted since there 
were no offsetting long-term gains. For 
1942, the law was amended so that all capi- 
tal gains and losses were treated together, 
whether they were long or short term. The 
taxpayer excluded $13,000 of its long-term 
capital loss and took $2,000 as a net oper- 
ating loss carry-over to 1942. The Treasury 
argued that there was no carry-over from 
1941 income. The Tax Court and the Fifth 
Circuit Court sustained the taxpayer on the 
basis that the taxpayer had to apply the 
law which prevailed in each particular year 
to which the carry-over was applied. The 
inference is that the same principle would 
apply in carry-backs. 


Unused Excess-Profits Credit 
Carry-back and Carry-over 


Unused excess-profits credit carry-backs 
and carry-overs offer corporations even 
greater tax refund possibilities than net 
operating-loss carry-backs and carry-overs. 
The unused credit on the invested capital 
or income basis is carried back or forward 
for two years in the same chronological 
order as the net operating loss. Its appli- 
cation has the effect of increasing that year’s 
excess-profits credit and commensurately 
reducing income for that year subject to 
the excess-profits taxes, thereby increasing 
the income subject to the lower normal and 
surtax rates. The tax saving in 1945 would 
be the difference in taxes arising from the 
net 85144% rate on excess profits and the 
normal and surtax rates of 25% to 40% on 
ordinary income. Only the identical tax- 
payer, as in the Case of net operating-loss 
carry-backs and carry-overs, may benefit 
by unused excess-profits tax carry-backs 
and carry-overs. The difference between 
the higher excess-profits credit and the 
lower excess-profits net income is the un- 
used excess-profits credit. 


As in net operating-loss deductions, the 
law that applies is the law of the year for 
which a computation is made except for the 
1940 fiscal years, in which case the law of 
1941 is pertinent. It should be noted that 
it is immaterial whether the year of the 
loss or the year of the deduction is on the 
invested capital or earnings credit basis. 
In computing the unused credit for a 
particular year the specific exemption and 
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the unused excess-profits credit carry-backs 
and carry-overs of other years are not 
considered.” Unused excess profits credits 
cannot be carried back to a year beginning 
before 1941. In spite of the absence of 
carry-backs, such unused credits arising in 
1940 or 1941 may be carried forward only 
two years. 


The unused excess-profits credit of a 
short taxable year is the appropriate frac- 
tion of the excess of the credit over the 
annualized income. However, in applying 
this credit, a short year with its relatively 
small excess-profits tax constitutes a full 
year. 

A constructive, or adjusted, excess-profits 
net income credit under Section 722 of the 
Internal Revenue Code, once allowed, sup- 
plants the actual credit and is employed 
instead of the latter in carry-back and 
carry-over calculations. Likewise, the re- 
moval of abnormal income from current to 
earlier tax years under Section 721 results 
in a smaller excess-profits tax credit by 
carry-over. 


Unused excess-profits credit carry-back 
and carry-overs may actuaily increase a 
corporation’s tax liabilities under certain 
circumstances. When such a credit is ap- 
plied to a year which was subject to the 
provision that no more than 80% of the 
surtax net income may be paid out in normal 
tax, surtax, and excess-profits tax, this situ- 
ation may arise. While the excess-profits 
tax will be reduced, the carry-back or carry- 
over will also reduce the 10% postwar or 
current credit on the reduced portion of the 
excess-profits tax. Normal tax and surtax 
income will, accordingly, be increased by a 
corresponding amount, and the net effect 
will be an increase in the total tax. 


The excess-profits tax was repealed in 
1945, effective January 1, 1946. Neverthe- 
less, the law specifically provides that any 
unused excess-profits tax credit arising in 
the final year 1946 may be used to reduce 
excess-profits taxes for 1944 and 1945 by 
carry-back. 


Tax Refund Procedure 


The advantages of net operating-loss and 
unused excess-profits credit carry-overs can 
be enjoyed immediately by applying them 
as deductions to current tax bills. To bene- 
fit from the net operating-loss and unused 
excess-profits credit carry-backs, tax refund 
claims must be filed. 


%T, T. 3578, C. B. 1942-2, 155: Regulations Sec- 
tion 30.710-2. 
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The Tax Adjustment Act of 1945 con- 
tains special provisions for refunds arising 
from carry-backs of net operating losses 
and of unused excess-profits credits. The 
new period within which to file a carry- 
back refund claim is three years from the 
due date of the tax return for the year in 
which the carry-back arose. In so far as 
unused excess-profits credits are concerned, 
by special provision 1946 is included, though 
the excess-profits tax has been repealed for 
that and future years. This change of stat- 
ute was necessitated by the fact that the 
ordinary provision afforded little comfort 
in many carry-back tax-refund claims, be- 
cause the outlaw period started three years 
after the due date for the filing of tax 
returns for the year to which the operating 
loss or unused credit is carried. 


Similarly, the new period for the special 
carry-back claims arising from deductions 
of bad debts or worthless securities is the 
seven year period starting with the due date 
of the tax return for the year in which 
the carry-back arose instead of the year to 
which the carry-back is applied. 


The new law also opens years for carry- 
backs which might otherwise be closed, as 
for example, a Tax Court adjudication of 
a tax matter. However, tax liabilities that 
have been concluded by compromise with 
the Commissioner of Internal Revenue, and 
by closing agreements expressly denying 
future carry-backs continue to bar the fu- 
ture right to carry-backs. 


The Tax Adjustment Act of 1945 cor- 
rected another injustice in the matter of 
carry-backs and carry-overs. Interest at 
6% runs from the date of the filing of a 
refund claim, unless the taxpayer elected 
to file a special quick tax refund claim in 
which event interest is denied during the 
90-day period in which the Treasury may 
act. In the case of deficiencies, taxpayers 
pay no interest for the period during which 
they receive no interest on the overpayment 
of taxes. The need for this change arose 
from the fact that ordinarily the interest 
for the overpayment caused by the unused 
excess-profits credit carry-back would begin 
to run from the date of the filing of such 
carry-back claim, but the interest on the 
corresponding increase in income tax would 
begin to run from the date the income tax 
was originally due. 


The Tax Adjustment Act of 1945 also 
contains provisions to accelerate payments 
of tax refunds arising from net operating 
loss and unused excess-profits tax credits. 
Congress did this by permitting all corpo- 
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rations, not individuals because they are on 
a current basis, to postpone payments of 
taxes payable in the current year for the 
preceding one, if the current year’s oper- 
ations are expected to result in losses and 
corresponding carry-backs. If the antici- 
pation proves correct, and the amount of 
the carry-back is determinable, a_ special 
quick refund claim may be filed resulting 
within ninety days either in a credit against 
postponed taxes or in a cash refund, subject 
to later review by the Treasury. These spe- 
cial provisions are offered to all companies 
whose operating years terminating on or 
after September 30, 1945, yield carry-backs. 
The quick refund claim, however, is avail- 
able to all companies whether or not they 
have simultaneously requested postponement 
of the payment of the previous year’s tax 
obligations. The amount of tax deferable 
is the total net reduction in all prior years’ 
taxes due to the expected carry-backs, less 
any postwar credits, and any delinquent 
taxes. The extension of time within which 
to pay taxes due is granted automatically 
if the taxpayer files Form 1138 within the 
year in which the carry-back is expected. 
The taxpayer also has the privilege of mak- 
ing limitless revisions to avoid being penal- 
ized. The penalty is 5% of the amount by 
which the deferred tax exceeds 125% of the 
actual carry-back. 


The taxpayer must pay interest for the 
duration of the extension, running from the 
date the deferred taxes would otherwise 
have been payable. The rate is 3% of the 
deferred tax discharged by the quick carry- 
back refund claim. For the deferred tax not 
satisfied by such quick carry-back refund 
claim, the rate is 6%. 


For years ending on or after September 
30, 1945, quick refund claims must be filed 
on Form 1139 for corporations or on Form 
1045 for individuals, within twelve months 
after the close of the year giving rise to 
the carry-backs. The Treasury will allow 
or reject the claim within ninety days after 
the date of filing the claim, or within ninety 
days after the last day of the month in 
which the return for the year giving rise to 
the carry-back was due, whichever is later. 
A quick refund is not technically a refund 
claim. Hence if it is rejected, an appeal is 
not in order. One is not deprived of the 
right, however, of filing a regular refund 
claim on Form 843, which preserves the 
right of appeal to the courts. 


Carry-backs and Carry-overs 


The postponement of the payment of 
currently due taxes is not always advisable. 
Companies not in need of funds will have 
to pay a minimum of 3% interest for this 
privilege in addition to a loss of at least 
part of the 6% interest they would earn on 
regular refund claims. 


Prospects 


Treasury and Congressional opinion seems 
to be hostile to these carry-back and carry- 
over provisions. The difficulty of antici- 
pating the aggregate sum of these refund 
claims jeopardizes the stability of our na- 
tional fiscal budgets. Many concerns, espe- 
cially those on the invested-capital credit 
basis, will succeed in artificially maintaining 
a higher earning level by these devices than 
they would otherwise enjoy. Some war- 
born concerns will try to endure rather 
than liquidate, although there is no longer 
any economic justification for their exist- 
ence, merely to recapture a part of the 
wartime taxes paid during the two previous 
years. The present carry-back and carry- 
over provisions encourage the purchase 
currently of rapidly depreciable equipment 
and the incurrence of other expenses that 
would ordinarily be deferred. However, the 
acquisition of companies with net operating 
losses and unused excess-profits credits to 
avoid or evade federal taxes is forbidden. 
And, though the factual situations are not 
identical, the Second Circuit Court of Ap- 
peals decided in 1944 that, where the exist- 
ence of a corporation is prolonged though 
it no longer has a primary business purpose, 
its legal existence may be ignored so that 
it does not experience tax-recognizable 
losses.” The repeal of the excess-profits 
taxes will ultimately bring with it the abo- 
lition of the unused excess-profits credit, 
though the latter was retained for the year 
1946. The net operating-loss carry-over 
rather than carry-back is more likely to be 
continued in order to encourage new peace- 
time business ventures. It is even likely 
that the two-year net operating-loss carry- 
over period might be lengthened to three, 
four, or five years to stimulate still more 
the launching of new business enterprises. 


[The End] 


11 National Investors Corp. v. Hoey, 52 F. 
Supp. 556 (1943); reversed 144 F. (2d) 466 by 
Second Circuit Court of Appeals (1944). 
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By NORRIPDARRE 


Mr. Darrell is an attorney in New York City. His article was the basis of a talk 

before a small group of New York tax attorneys and also a lecture at the Fourth 

Annual Institute on Federal Taxation of the New York University. This ex- 

cellent analysis of the broad, sweeping language of the court in the Bedford 
case deserves wide circulation. 


nounced its opinion in Commissioner v. 


‘state of Edward T. Bedford. 


On the merits, the opinion dealt with but 
one fine point in our elaborate federal in- 
come tax structure. Though the point be 
narrow, two considerations appear to war- 
rant making it the subject of this discussion. 
First, this one point, as is so often the case 
with tax refinements in modern times, may 
be of material importance to many individual 
taxpayers. Second, some of these taxpayers 
may be misled by the broad sweeping 
language of the Court’s opinion, and un- 
sound law may even be developed if the 
actual decision is not clearly understood. 


ys MAY, 1945, the Supreme Court an- 
E. 


The point involved on the merits in the 
Bedford case arises in connection with so- 
called tax-free exchanges of stock for new 
stock or securities of the same or of another 
corporation pursuant to a plan of reor- 
ganization within the meaning of Section 
112 (g) of the Internal Revenue Code. It 
arises only where the exchange does not 
qualify as wholly tax-free under Section 
112 (b) (3) because in exchange for his old 
stock the stockholder receives money or 
other property in addition to stock or securi- 
ties in the reorganized company, and then 
only where the stockholder actually realizes 
a gain on the transaction, measured by the 
difference between the cost of his old stock 
and the value of what he receives in ex- 
change. To such cases Section 112 (c) 
applies.” 


The Bedford case involved the application 
of Section 112 (c) to the gain recognized to 





165 Sup. Ct. 1157 [45-1 ustc § 9311]. 


* Of course under Section 112 (e), if the stock- 
holder actually has a loss, the loss will not be 
recognized. 
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a preferred stockholder who received money 
in connection with the recapitalization of 
Abercrombie & Fitch. 

Mr. Justice Frankfurter for the Court 
stated the case on the merits as follows: 

“The case is this. The estate of Edward 
T. Bedford, who died May 21, 1931, in- 
cluded 3,000 shares of cumulative preferred 
stock (par value $100) of Abercrombie & 
Fitch Company. Pursuant to a plan of re- 
capitalization, respondent, as executor of 
the estate, in 1937 exchanged those shares 
for 3,500 shares of cumulative preferred 
stock (par value $75), 1,500 shares of com- 
mon stock (par value $1), and $45,240 in 
cash (on the basis of $15.08 for each of the 
old preferred shares). The recapitalization 
had been proposed because the company, 
after charging against its surplus account 
stock dividends totaling $844,100 distributed 
in 1920, 1928, and 1930, had incurred a book 
deficit in that account of $399,771.87. Be- 
cause of this deficit, the company, under 
applicable state law, was unable to pay divi- 
dends, although for the fiscal year ending 
January 31, 1937, it had net earnings of 
$309,073.70. 

“By comparing the fair market value of 
the old preferred shares at the date of Bed- 
ford’s death to the market value of the new 
stock and cash received, it was determined 
that the gain to his estate was $139,740. 
Admittedly the recapitalization was a reor- 
ganization, Section 112 (g) (1) (D) of the 
Revenue Act of 1936, * * * so that only the 
cash received, but none of the stock, is tax- 
able (Sections 112 (b) (3), 112 (c) (1)) 
* * * The sole issue is whether the cash, 
$45,240, is taxable as a dividend, or merely 
as a capital gain to the extent of forty per 
cent. *°*-* 

“The precise question is whether the dis- 
tribution of cash in this recapitalization ‘has 


TAX E S—The Tax Magazine 


tri 
th 
th 


as 
cl 
re 








a Bedford Extale 


RIP DARRELL 


Er 
, 








the effect of the distribution of a taxable 
dividend’ under Section 112 (c) (2) of the 
Revenue Act of 1936 and as such is fully 
taxable, or is taxable only at the rate of 
forty per cent as a capital’gain under Sec- 
tion. 112.(¢). (1) of that act.'* * * 

“Although Abercrombie & Fitch showed 
a book deficit in the surplus account be- 
cause the earlier stock dividends had been 
charged against it, the parties agree that for 
corporate tax purposes, at least, earnings 
and profits exceeding the distributed cash 
had been earned at the time of the re- 
capitalization.” 

Stating the case thus, the Court held the 
recognized gain taxable as a dividend under 
Section 112 (c) (2). In so holding, the 
Court said without qualification: 

“Treating the matter as a problem of stat- 
utory construction for our independent 
judgment, we hold that a distribution pur- 
suant to a reorganization of earnings and 
profits ‘has the effect of a distribution of a 
taxable dividend’ within Section 112 (c) (2).” 

The opinion speaks as though the existence 
of earnings and profits were the sole test. 
Did the Court mean this to be unqualifiedly 
true regardless of the position and rights of 
the stockholder? Did it mean to rule that 
the gain recognized in reorganization is tax- 
able as a dividend if paid out of earnings 
even though the stockholder was entitled to 
no dividend out of the earnings? The facts 
as stated by the Court do not clearly dis- 
close the stockholder’s position in this 
regard. 


5. 


Before considering the Bedford case in 
further detail, its statutory setting should 
be understood. Section 112 (c), which in 
all respects here material is the same as the 
corresponding section of the 1936 act in- 
volved in that case, provides as follows: 


“(c) GAIN FROM ExcHANGES Not SOLELY 
IN KIND.— 


“(1) If an exchange would be within the 
provisions of subsection (b) (1), (2), (3) 
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or (5), or within the provisions of subsec- 
tion (1) of this section were it not for the 
fact that the property received in exchange 
consists not only of property permitted by 
such paragraph or by subsection (1) to be 
received without the recognition of gain, but 
also of other property or money, then the 
gain, if any, to the recipient shall be recog- 
nized, but in an amount not in excess of the 
sum of such money and the fair market 
value of such other property. 


“(2) If a distribution made in pursuance 
of a plan of reorganization is within the 
provisions of paragraph (1) of this subsec- 
tion but has the effect of a distribution of 
a taxable dividend, then there shall be taxed 
as a dividend to each distributee such an 
amount of the gain recognized under para- 
graph (1) as is not in excess of his ratable 
share of the undistributed earnings and 
profits of the corporation accumulated after 
February 28, 1913. The remainder, if any, 
of the gain recognized under paragraph (1) 
shall be taxed as a gain from the exchange 
of property.” 

Paragraph (1), it will be noted, deals with 
exchanges covered by several different sub- 
sections of Section 112, only one of which 
—subsection (b) (3)—relates to exchanges 
of stock and securities pursuant to a re- 
organization.’ Paragraph (1) says in effect 
that if an exchange would be tax free under 
any of the designated subsections were it 
not for the receipt of money or other prop- 
erty, then any realized gain from the ex- 
change will not be wholly taken out of the 
tax-free category but will be taken out*only 
up to the amount of cash or other property 
received. There is nothing in paragraph 
(1), apart from the fact that it refers to 
exchanges, to fndicate how any gain so to 
be recognized is to be taxed. 





3 Subsection (b) (3) reads as follows: 


“*(3) Stock for Stock on Reorganization.—No 
gain or loss shall be recognized if stock or 
securities in a corporation a party to a re- 
organization are, in pursuance of the plan of 
reorganization, exchanged solely for stock or 
securities in such corporation or in another cor- 
poration a party to the reorganization.’’ 
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The first sentence of paragraph (2), un- 
like paragraph (1), is specifically limited to 
distributions within paragraph (1) made in 
pursuance of a plan of reorganization. It 
therefore covers only exchanges which, but 
for the receipt of money or other property, 
would qualify as tax-free reorganization ex- 
changes under subsection (b) (3). Whether 
the second sentence of paragraph (2) is also 
so limited, or is applicable to gains of every 
type recognized under paragraph (1) not 
covered by the preceding sentence, involves 
a question of statutory construction.‘ Para- 
graph (2) as a whole sets forth the rules for 
determining how the gain to be recognized 
under paragraph (1) on this type of ex- 
change, at least, shall be taxed. It says in 
effect that the gain recognized under para- 
graph (1) shall be taxed as a dividend if 
two conditions exist; otherwise it is to be 
taxed as a gain from the exchange of prop- 
erty. These two conditions are as follows: 
(i) the transaction must involve a distribu- 
tion in reorganization having the effect of 
the distribution of a taxable dividend; (ii) 
the amount of the gain to be taxed as a 
dividend must be not in excess of the dis- 
tributee’s ratable share of the corporation’s 
undistributed earnings and profits accumu- 
lated after February 28, 1913. 

In determining whether a distribution has 
the effect of a dividend, it is, of course, im- 
portant to know what the statute considers 
a dividend. This is treated in Section 115 
ot the Code, under the heading “Distribu- 





*In the Bedford case, the parties and the 
Court spoke as if the alternative was to tax 
the recognized gain under paragraph (1) or to 
tax it as a dividend under paragraph (2). The 
history of the subsection may lend some sup- 
port to this view, inasmuch as the latter para- 
graph was added later to close dividend 
avoidance loopholes. But quaere whether the 
second sentence of paragraph (2) should not be 
interpreted to apply to all gains of every type 
recognized under paragraph (1) except gains 
in reorganization taxed as dividends under the 
first sentence of paragraph (2). While the lo- 
cation of the sentence and its reference to ‘‘re- 
mainder’’ suggests that its coverage is restricted 
to reorganization gains having the effect of a 
dividend but not taxable as such because they 
are in excess of the recipient’s ratable share 
of the earnings, it actually refers to the re- 
mainder of the gain ‘‘recognized under para- 
graph (1).’’ To restrict its coverage would give 
the sentence little practical meaning, but to 
give it a separate literal construction would 
button up the section by providing precisely 
how all gains recognized under it are to be 
taxed, thereby eliminating any argument over 
whether they should be taxed other than as a 
gain from an exchange, for example, as a par- 
tial liquidation which was formerly taxed dif- 
ferently. See cases cited in note 14. Paragraph 
(1) would then cover the field of recognition 
of gain, and paragraph (2) the manner in which 
the gain so recognized is to be taxed. 








tions by Corporations”. Section 115, which 
in all respects here material is the same as 
the corresponding section in the 1936 act 
involved in the Bedford case, contains thir- 
teen subsections which are more or less re- 
lated. Those of particular pertinence here 
are the following: 


“(a) DEFINITION oF DiviIDEND.—The term 
‘dividend’ when used in this chapter * * * 
means any distribution made by a corpora- 
tion to its shareholders, whether in money 
or in other property, (1) out of its earnings 
or profits accumulated after February 28, 
1913, or (2) out of the earnings or profits 
of the taxable year (computed as of the 
close of the taxable year without diminution 
by reason of any distributions made during 
the taxable year), without regard to the 
amount of the earnings and profits at the 
time the distribution was made. * * * 

“(b) Source or DistripuTIONs.—For the 
purposes of this chapter every distribution 
is made out of earnings or profits to the 
extent thereof, and from the most recently 
accumulated earnings or profits. * * * 


“(c) DIstRIBUTIONS IN LIQUIDATION.— 
Amounts distributed in complete liquidation 
of a corporation shall be treated as in full 
payment in exchange for the stock, and 
amounts distributed in partial liquidation of 
a corporation shall be treated as in part or 
full payment in exchange for the stock. The 
gain or loss to the distributee resulting from 
such exchange shall be determined under 
Section 111, but shall be recognized only to 
the extent provided in Section 112. In the 
case of amounts distributed (whether before 
January 1, 1939, or on or after such date) 
in partial liquidation (other than a distribu- 
tion to which the provisions of subsection 
(h) of this section are applicable) the part 
of such distribution which is properly 
chargeable to capital account shall not be 
considered a distribution of earnings or 
profits. * * * 

*% * * 


“(g¢) REDEMPTION OF STOCK.—If a corpora- 
tion cancels or redeems its stock (whether 
or not such stock was issued as a stock 
dividend) at such time and in such manner 
as to make the distribution and cancellation 
or redemption in whole or in part essen- 
tially equivalent to the distribution of a tax- 
able dividend, the amount so distributed in 
redemption or cancellation of the stock, to 
the extent that it represents a distribution 
of earnings or profits accumulated after 
February 28, 1913, shall be treated as a tax- 
able dividend. 


ok * * 
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“(j) DEFINITION OF PARTIAL LIQUIDATION. 
—As used in this section the term ‘amounts 
distributed in partial liquidation’ means a 
distribution by a corporation in complete 
cancellation or redemption of a part of its 
stock, or one of a series of distributions in 
complete cancellation or redemption of all 
or a portion of its stock.” 


It will be noted that subsection (a) d¢- 
fines a “dividend” for purposes of the in- 
come tax law as any distribution made by a 
corporation to its shareholders either (i) 
out of its earnings or profits accumulated 
after February 28, 1913, or (ii) out of the 
current year’s earnings, even though no 
earnings have been accumulated and there 
is a deficit in earnings and profits account. 
Standing alone, this subsection would make 
every distribution out of such earnings a 
dividend, even though the distribution was 
in extinguishment of stock in a partial or 
complete liquidation of the corporation.® 

But subsection (c) makes clear that dis- 
tributions in complete or partial liquidation 
—the latter term being defined in subsec- 
tion (i)—are to be treated as payments in 
exchange for the stock, the gain or loss to 
the stockholders from the exchange to be 
determined in the usual way but to be recog- 
nized only to the extent provided in Section 
112. It also modifies for liquidation cases 
the rule laid down in subsection (b) that 
earnings are deemed as a matter of law to 
be distributed first.® 


Finally, subsection (g) makes an excep- 
tion to Section 115 (c) where a corporation 
cancels or redeems its stock at such time 
and in such manner that the distribution 
and cancellation are in whole or in part es- 
sentially equivalent to the distribution of a 


taxable dividend. In such cases, the amount 
distributed is required to be treated as a 


5 Such was the situation under early revenue 
acts. Revenue Act of 1916: A. B. Nickey € 
Sons, 3 BTA 173 (1925) [CCH Dec. 1070]; as 
amended in 1917: Vincent v. McLaughlin, 61 
F. (2d) 657 (CCA-9, 1932); Dobson, 1 BTA 1082 
(1925) [CCH Dec. 413]; Revenue Act of 1921: 
Commissioner v. Sansome, 60 F. (2d) 931 
(CCA-2, 1932) [3 ustc § 978], Phelps v. Com- 
missioner, 54 F. (2d) 289 (CCA-7, 1931) [2 ustc 
{| 829]; Leland v. Commissioner, 50 F, (2d) 523 
(CCA-1, 1931) [2 ustc § 762]; Hamilton Woolen 
Co., 21 BTA 334 (1930) [CCH Dec. 6480]; Hay- 
stone Securities Corp., 19 BTA 954 (1930) [CCH 
Dec, 6049]; Pearson, 16 BTA 1405 (1929) [CCH 
Dec. 5346]; Gates, 9 BTA 1133 (1928) [CCH 
Dec. 3299]; Darrow, 8 BTA 276 (1927) [CCH Dec. 
2822). 

6 Hellmich v. Hellman, 276 U. S, 233 (1928) 
[1 vustc { 285]; Foster v. United States, 303 
U. S. 118 (1938) [38-1 ustc § 9076]; White v. 
United States, 305 U. S. 281 (1938) [38-2 ustc 
1 9600]; Helvering v. Chester N.. Weaver Co., 
305 U. S. 293 (1938) [38-2 ustc { 9601]. 
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dividend to the extent that it represents a 
distribution of earnings or profits accumu- 
lated after February 28, 1913. 


II. 


Turning now to an analysis of the Bed- 
ford case, we may note at the outset that, 
curiously enough, one of the vital facts bear- 
ing upon the decision’s general applicability 
does not appear from the statement of facts 
in the Supreme Court’s opinion, except pos- 
sibly by inference. 

The record discloses that no dividends 
had been paid since October 1, 1931 on the 
3,000 shares of seven per cent cumulative 
preferred stock held by the Bedford estate. 
By December 31, 1936, from which date 
dividends on the new $6 cumulative pre- 
ferred stock commenced to accrue, the ac- 
cumulated unpaid dividends amounted to 
$36.75 per share. 


This, then, is what the estate actually 
did: it exchanged each share of its old 
seven per cent cumulative preferred stock, 
which had a par value of $100, a redemption 
price of $112.50, a liquidation preference of 
$110, dividends in arrears of $36.75, and a 
tax basis to the estate (value at decedent’s 
death in May 1931) of $70, for the fol- 


lowing: 


(1) One and one-sixth shares of new 
cumulative preferred stock bearing divi- 
dends at the rate of $6 per share per annum, 
each share having a par value of.$75, a re- 
demption price and voluntary liquidation 
preference of $106.50, an involuntary liquida- 
tion preference of $100, and a value of 
$82.50; plus 

(2) One-half share of common stock of 


the par value of $1, having a value of $10.50 
per share; plus 


(3) $15.08 in cash. 


Thus, for its 3,000 shares of old seven 
per cent preferred costing $210,000, the 
estate received 3,500 shares of $6 preferred 
worth $288,750; 1,500 shares of common 
worth $15,750; and $45,240 in cash, totaling 
$349,740. Accordingly, its receipts exceeded 
cost by $139,740, or $46.58 per share. The 
cash the estate received of $45,240 was con- 
siderably less than the dividend arrearages 
on the old seven per cent preferred ag- 
gregating $110,250. 

The estate gave up $300,000 par value of 
old stock for $264,000 par value of new stock 
($88 par value of new stock for each $100 
par value of the old); but actually its ag- 
gregate dividend preference remained the 
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same and the amount it would receive on 
the new $6 preferred, in the event of its re- 
demption, or in preference to the common 
on voluntary or involuntary liquidation of 
the company, would exceed what it would 
have been entitled to receive on the old 
stock in such event, apart from accumulated 
dividends. 


The exchange was in pursuance of a re- 
capitalization designed to enable Abercrombie 
& Fitch to resume payment of dividends. 
Farlier, it had issued non-taxable stock divi- 
dends on its common stock against capitalized 
earnings totaling $844,100, including two 
dividends in preferred stock. The record 
does not indicate whether or not any of 
this dividend stock was included among the 
3,000 shares (out of the 17,973 shares out- 
standing) exchanged by the estate. Sub- 
sequently, during the early years of the 
depression, the company suffered losses and 
incurred a deficit which prevented it from 
paying dividends under state law even 
though in the current year it had net earn- 
ings of $309,000. The recapitalization tech- 
nically reduced the company’s capital under 
state law from some $2,100,000 to some 
$1,600,000, a reduction of over $500,000. 
This reduction in capital was more than 
enough to wipe out the deficit of nearly 
$400,000 but less than the amount of earn- 
ings theretofore capitalized upon the issu- 
ance of the stock dividends. The total cash 
paid out by the company to its shareholders 
on the recapitalization was less than $110,000. 


Before the Tax Court, the estate urged 
that the cash distribution could not have 
had the effect of a dividend because the 
company had no accumulated earnings and 
profits. Devoting considerable attention to 
this point, the Tax Court held that earnings 
capitalized upon issuance of the stock divi- 
dends continued to be earnings for tax pur- 
poses and that accordingly the accumulated 
earnings at the time of the recapitalization 
greatly exceeded the cash distribution. This 
holding the estate did not contest or even 
discuss in its brief on appeal, and in the 
Supreme Court it flatly conceded that ac- 
cumulated earnings were sufficient to cover 
the cash distribution. 


The estate also contended before the Tax 
Court that the distribution did not have the 
effect of a dividend because it was part of 
an exchange pursuant to a recapitalization 
and because under state law a dividend 
could not have been paid. These conten- 
tions the court rejected, holding that the 
existence of earnings and profits was the 
vital factor under Section 112 (c) (2), and 


accordingly that the recognized gain was 
taxable as a dividend.’ 


On appeal to the Second Circuit Court 
of Appeals, the estate, seizing upon that 
court’s doubtful decisions holding Section 
115 (g) inapplicable to the redemption of 
stock originally issued as a dividend unless 
the issuance was part of a prearranged plan 
for the distribution of earnings in the guise 
of a stock dividend,’ sought to persuade the 
court similarly to limit the applicability of 
Section 112 (c) (2). It argued that the two 
provisions are similar in critical language 
and in purpose; that Section 112 (c) (2) 
should not be applied automatically but only 
where the transaction is a device or cloak 
for the distribution of an ordinary dividend 
with no legitimate business purpose, and 
that to apply it automatically wherever 
there are earnings would be to excise from 
the statute the phrase referring to “effect.” 
It supplemented this argument by contend- 
ing that if the transaction here had any 
effect other than that of a recapitalization, 
the effect was more nearly like that of a 
partial liquidation within the meaning of 
Section 115 (c) (i) that an ordinary divi- 
dend under Section 115 (a), because the 
company was actually partially liquidated 
—its capital was reduced, there was a com- 
plete cancellation of old outstanding stock 
and cash was distributed in connection with 
that cancellation—and because what the 
company did do should not be said to have 
the effect of what it legally could not do. 
The capital reduction, it was urged, dis- 
tinguished the cases cited by the govern- 
ment on the construction of the statute. 
Doubtless aware that distributions in partial 
liquidation were then fully taxable under 
Section 115 (c), the estate disclaimed any 
contention that the distribution was actually 
a partial liquidation, saying its argument 
was solely that the distribution had that 
“effect”. 


The government constructed its case 
basically on the propositions that Section 
115 (g) and Section 112 (c) (2) are dis- 
similar; that the Second Circuit’s decisions 
under the former, if not wrong, are inap- 
plicable to the latter because of the differing 
language of the two provisions; that ap- 
plicability of Section 112 (c) (2) is not 
limited to transactions which lack bona 
fides but that the uniform and settled con- 
struction of it, both in new company re- 





71 TC 478 (1943) [CCH Dec. 12,938]. 

8 Patty v. Helvering, 98 F. (2d) 717 (CCA-2, 
1938); Commissioner v, Quackenbos, 78 F. (2d) 
156 (CCA-2, 1935); De Nobili Cigar Co. v. Com- 
missioner, 143 F. (2d) 436 (CCA-2, 1944). 
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organizations * and in recapitalizations,” has 
correctly been that a recognized gain from 
the distribution of money in a reorganization 
exchange has the effect of a taxable divi- 
dend “to the extent it is made out of earn- 
ings and profits accumulated after February 
28, 1913,” or, stated another way, “if prior 
to the reorganization the corporation had 
undistributed earnings and profits available 
for distribution in an amount of cash not 
in excess of these earnings,’—regardless of 
business purpose, regardless of the time and 
manner in which the distribution is made, 
regardless of legal disability to pay or- 
dinary dividends and regardless of the effect 
on the company’s capital. It was pointed 
out, moreover, that here the reduction in 
capital was not more than the amount of 
the capitalized dividends, and there was no 
curtailment of the company’s business. Sec- 
tion 112 (c), it was argued, is complete in 
itself as applied to reorganization exchanges 
covered by it, and no incidental step in such 
a reorganization can be singled out for dif- 
ferent treatment under Section 115 (c). 


The estate’s argument proved almost too 
effective in the Second Circuit. Regarding 
Sections 112 (c) (2) and 115 (g) as akin 
and relying upon its decisions under the 
latter section, that court reversed the Tax 
Court,” holding in an unusual opinion that 
the cash payment received by the estate 
was not out of accumulated earnings, be- 
cause earnings once capitalized upon the is- 
suance of stock dividends are no longer 
earnings but capital except where there was 
not an honest business purpose and more- 
over, that the distribution was in partial 


® Citing Love v. Commissioner, 
(CCA-3, 1940) [40-2 ustc § 9548]; Campbell v. 
United States, 144 F. (2d) 177 (CCA-3, 1944) 
[44-2 ustc { 9438]; Rose v, Little Inv. Co., 86 
F. (2d) 50 (CCA-5, 1936); Commissioner v. 
Owens, 69 F. (2d) 597 (CCA-5, 1934) [4 ustc 
{ 1251]; Commissioner v, Forhan Realty Corp., 
75 F. (2d) 268 (CCA-2, 1935) [35-1 ustc f 9119]; 
Hazelton Corp., 36 BTA 90g (1937), [CCH Dec. 
9813], petition for review dismissed January 3, 
1939 (CCA-9); Woodard, 30 BTA 1216 (1934) 
[CCH Dec. 8640], petition for review dismissed 
April 24, 1935 (CCA-3); Henritze, 28 BTA 1173. 
1177-1178 (1933) [CCH Dec. 8200]; Woodward, 23 
BTA 1259 (1931) [CCH Dec. 7125]. These cases 
involved common stockholders. In most of 
them, the taxpayer wanted the gain to be ex- 
empt from norma] tax as a dividend. 


” Citing J. Weingarten, Inc., 44 BTA 798, 808- 
809 (1941) [CCH Dec. 11,867]; Knapp-Monarch 
Co., 1 TC 59, 69-70 (1942) [CCH Dec, 12,881], 
affirmed on other grounds, 139 F. (2d) 863 
(CCA-8, 1944) [44-1 ustc § 9151]; also the alter- 
native holding in McCord, 31 BTA 342, 344 
(1934) [CCH Dec. 8732]. See also R. D. Walker, 
34 BTA 983 (1936) [CCH Dec. 9470], and Roelker, 
39 BTA 967 (1939) [CCH Dec, 10,705]. 

11144 F, (2d) 272 (1944). 


113 F. (2d) 236 
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liquidation under Section 115 (i1)” and should 
have been charged to capital even though 
the capitalized earnings remained earnings 
as held by the Tax Court.” In the Supreme 
Court, the estate wisely did not attempt to 
sustain the foregoing reasoning of the lower 
court but in substance renewed its former 
arguments, emphasizing that Section 112 
(c) (2) and Section 115 (g) were analogous 
and that the distribution here had the effect 
of a partial liquidation instead of a divi- 
dend because of the reduction in capital. 


The foregoing survey of the facts and the 
main issues as presented to the Supreme 
Court helps to explain the reasoning of that 
Court and to clarify its actual decision. The 
Bedford estate clearly had an interest, by 
virtue of the dividends in arrears, in the 
company’s accumulated earnings and profits. 
The estate’s ratable share of these earnings 
exceeded the cash received by it. Thus, one 
of the two tests in Section 112 (c) (2) was 
clearly met. No dispute arose over this 
point and no attention was apparently given 
to it. The battle on the merits was entirely 
over the meaning of the “effect” test. 


In reversing the Second Circuit and sus- 
taining the Tax Court, the Supreme Court 
used the following reasoning: 


1. Since accumulated earnings were suf- 
ficient, such a distribution would normally 
be considered a taxable dividend under Sec- 
tion 115 (a). 

2. “It has been ruled in a series of cases 
that where the stock of one corporation was 
exchanged for the stock of another and cash 
and then distributed, such distributions out 
of earnings and profits had the effect of a 
distribution of a taxable dividend under 
Section 112 (c) (2). * * * The Tax Court 
has reached the same result, that is, has 
treated the distribution as a taxable divi- 
dend, in, the case of the recapitalization of 
a single corporation. * * * We cannot dis- 
tinguish the two situations, and find no im- 
plication in the statute restricting Section 
112 (c) (2) to taxation as a dividend only 
in the case of an exchange of stock and 
assets of two corporations. 


3. “Respondent, however, claims that this 
distribution more nearly has the effect of a 
‘partial liquidation’ as defined in Section 
115 (i). But the classifications of Section 
115, which governs ‘Distributions of Cor- 
porations’ apart from reorganizations, were 
adopted for another purpose. They do not 


2 Citing Hammans v. Commissioner, 121 F. 
(2d) 4, 7 (CCA-2, 1941) [41-2 ustc J 9591]. 


13 For this the Court relied upon the Foster 
and Helmich cases cited in note 6. 
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apply to a situation arising within Section 
112. The definition of a ‘partial liquida- 
tion’ in Section 115 (i) is specifically limited 
to use in Section 115. To attempt to carry 
it over to Section 112 would distort its pur- 
pose. That limitation is not true of Section 
115 (a) which defines ‘dividend’ for the pur- 
pose of the whole title. Accordingly, this 
definition is infused into Section 112 (c) (2). 
Under Section 115 (a) a distribution out of 
accumulated earnings and profits is a ‘divi- 
dend’, thus confirming the conclusion that a 
distribution of earnings and profits has the 
‘effect of a distribution of a taxable dividend’ 
under Section 112 (c) (2). 


4. “Recapitalization does not alter the 
‘effect’. Although the capital of a company 
is reduced, the cash received is a distribu- 
tion of earnings and profits and as such falls 
within the federal tax. That the company’s 
treatment of its stock dividends may bring 
consequences under State law requiring a 
capital reduction does not alter the char- 
acter of the transactions which bring them 
within the federal income tax. Recapitaliza- 
tion is one of the forms of reorganization 
under Section 112 (g) (1) (D). It cannot 
therefore be urged as a reason for taking 
the transaction out of the requirements of 
Section 112 and forcing it into the mold of 
Section 115. The reduction of capital brings 
Section 112 into operation and does not give 


immunity from the requirements of Section 
112 (c) (2). 


5. “Treating the matter as a problem of 
statutory construction for our independent 
judgment, we hold that a distribution, pur- 
suant to a reorganization, of earnings and 
profits ‘has the effect of a distribution of a 
taxable dividend’ within Section 112 (c) (2). 
As is true of other teasing questions of con- 
struction raised by technical provisions of 
revenue acts the matter is not wholly free 
from doubt. But these doubts would have 
to be stronger than they are to displace the 
informed views of the Tax Court. And if 
the case can be reduced to its own particular 
circumstances rather than turn on a gen- 
eralizing principle, we should feel bound to 
apply Dobson v. Commissioner, 320 U. S. 489 
[44-1 ustc $9108], and sustain the Tax 
Court.” 


~ III. 


What then is the present law concerning 
taxability as dividends under Section 112 
(c) (2)? 

Liquidation in Form Only. The Supreme 
Court’s refusal in the Bedford case to allow 
the technical form of the transaction to af- 
fect the result seems clearly sound. How- 


ever, the Court’s technical reasoning—that 
Section 115 (a) is infused into Section 112 
(c) (2) while Section 115 (i) is not ap- 
plicable to Section 112—does not seem satis- 
factory or logical.* A tax-free reorganization 
normally involves an incidental liquidation 
in whole or in part of the reorganized com- 
pany; but the essence of it is a continuance 
oi the proprietary interests in the continu- 
ing enterprise under modified corporate 
form, the transaction being deemed insuf- 
ficiently closed economically to justify a tax 
at the time, except in so far as the stock- 
holder gets something in addition to stock 
or securities in the reorganized company. 
A partial or complete liquidation incidental 
to a reorganization being disregarded for 
purposes of immediate tax under Section 
112 (b) (3) and (c) (1), it is reasonable to 
ignore it for purposes of (c) (2) as well. 
Viewing the stockholders as simply chang- 
ing the form of their continuing investment, 
any accompanying cash distribution may 
reasonably be viewed as having the same 
effect as though the ignored factors had not 
occurred even though, if the reorganization 
concept did not come into play, and the 
transaction were fully taxable under the 
Code, the stockholder would have been taxed 
as upon a liquidation or exchange. Section 
112 (c) (2) clearly means form to be dis- 
regarded,” for if form were controlling, the 
provision would have little application and 
the “effect” language would be meaningless. 
In this regard no distinction can properly 
be drawn between recapitalizations of a 





4 Section 115 (a) sets forth two alternative 
earnings tests, while Section 112 (c) (2) pre- 
scribes only one of them, thereby excluding the 
other. But cf. Note 18, infra. Again, if Section 
115 (a) is infused into Section 112 it is hard to 
see how the subsequent subsections which qual- 
ify it are not also infused; for example, subsec- 
tion (b), which lays down the rule as to the 
source of distributions, and subsection (c). 
which modifies that rule as to liquidations and 
specifies how liquidations shall be treated (even 
referring to Section 112). Subsection (i), to 
which the Court referred, merely defines partial 
liquidation for purposes of subsection (c). Cf. 
Note 4, supra. Cf. Wesley V. E. Terhune, 40 
BTA 750 (1939) [CCH Dec. 10,838]; Hammans v. 
Commissioner, 121 F, (2d) 4 (CCA-2, 1941) [41-2 
ustc § 9591]. 

18 This is supported not only by the precedents 
but by the Congressional Committee reports 
respecting the Revenue Act of 1924 in which the 
provision first appeared. H. Rep. No. 179 and 
S. Rep. No. 398, 68th Cong., 1st Sess., (1939-1 
C. B. (Part 2) 241, 252, 266, 277). To show the 
necessity of the provision, an illustration is 
given of a corporation, having $100,000 of capital 
and $50,000 of earnings, which, instead of pay- 
ing a dividend of $50,000, transfers its assets to 
a new corporation in consideration for the issu- 
ance of its stock and the payment of $50,000 in 
cash to the transferor’s stockholders in exchange 
for their stock. 
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single company and reorganizations involv- 
ing more than one company. 


Liquidation in Substance. Not all reor- 
ganizations involve mere formal liquidations, 
however. Some may entail a true cutting 
down and curtailment of the enterprise, in- 
volving in all substance a partial liquidation 
of the business and not simply a distribution 
corresponding to an ordinary dividend. In 
principle, an exception for bona fide cases 
of this type would seem to be justified, 
whether the reorganization involves two 
corporations or only one. A dividend, as 
commonly understood and as clearly con- 
templated by Section 115, does not neces- 
sarily include everything that is distributed 
to a shareholder which could have been paid 
out as a dividend. It does not include ac- 
cumulated earnings distributed in a bona 
fide liquidation. There is no inherent or 
theoretical reason why, for reorganization 
purposes, any different concept should be 
adopted where, in connection with a reor- 
ganization but with intent to liquidate par- 
tially, an extraordinary distribution is made 
to the proprietors either in part of the prop- 
erty used in the business or in the cash 
proceeds of its sale. This might occur either 
in a new company reorganization, as in the 
case referred to below, or in a recapitaliza- 
tion. However, to attempt to classify the 
many complicated and varied reorganization 
transactions on this basis would be ex- 
tremely difficult and administratively bur- 
densome, except in the clearest cases, and 
in a tax exemption statute it may not be 
too rough justice to apply a more practical 
rule. The Bedford case hardly falls within 
the true liquidation category, so the answer 
in this class of cases is not foreclosed; but 
the language of the Supreme Court and the 
precedents in general afford no comfort to 
any one seeking to create an exception for 
the ordinary case of this type. Indeed the 
reverse is true. Hardship may in conse- 
quence befall the unwary stockholder who, 
for example, following a transfer by his cor- 
poration of only a part of its assets and 
business to another corporation in reorgan- 
ization, receives in liquidation the stock of 
the transferee corporation and the transferor’s 
remaining assets in kind. If the liquidation 
cannot be taken out of Section 112 (c) en- 
tirely and be viewed as a transaction sepa- 
rate from the reorganization, he may find 
himself tragically faced with a very high 
unforeseen dividend tax.” 


1% Cf. Love v. Commissioner, 113 F. (2d) 236 
(CCA-3, 1940) [40-2 ustc J 9548]; Heatley Green, 
et al., TC Memo., CCH Dec. 12,922-E (1942). The 
same consequences might ensue if the liquidation 


Commissioner v. Bedford Estate 


Illegality of dividend. The Bedford case 
involved special facts, but the case clearly 
holds that the applicability of Section 112 
(c) (2) is not affected one way or the other 
by any legal prohibition against payment of 
ordinary dividends, which the reorganiza- 
tion was designed to remove. Whether a 
corporation, with sufficient earnings, could 
or could not pay a dividend to stockholders 
having an interest in the earnings, does not 
determine the “effect” of an equivalent pay- 
ment made some other way. 


Relationship between Sections 112 (c) (2) 
and 115 (g). The Supreme Court in the 
Bedford case in effect refused by its holding 
to accept the view urged upon it that these 
two sections are akin. As a result, the 
former is to be applied almost automatically 
while the latter is not. Though aimed at 
the same basic problem, the two provisions 
are in fact quite different in several re- 
spects. For example, Section 115 (g), which 
is admittedly not applicable to complete 
liquidations, applies only if a redemption or 
cancellation of stock is effected “at such 
time and in such manner” as to make the 
redemption in whole or in part essentially 
equivalent to the distribution of a taxable 
dividend,” while Section 112 (c) (2) con- 
tains no such time and manner language but, 


were to precede the transfer of part of the 
assets to the other corporation, both steps being 
taken pursuant to an over-all plan. But the 
tail should not wag the dog. Cf. Morley Cypress 
Trust, Schedule “B’’, 3 TC 84 (1944) [CCH Dec. 
13,689]. 


Parenthetically, it may be noted that, curi- 
ously enough, while the dividend tax is rigidly 
applied to cash distributions in reorganization 
under Section 112 (c) (2), dividend arrearages 
may be eliminated with stock or securities in 
a reorganization exchange under Section 112 (b) 
(3) without entailing a dividend tax. See, e. g., 
the following two-company reorganization cases: 
Commissioner v. Whitaker, 101 F. (2d) 640 
(CCA-1, 1938) [39-1 ustc { 9230]; Helvering v. 
Schoellkopf, Jr., 100 F. (2d) 415 (CCA-2, 1938) 
[38-2 ustc | 9607]; Commissioner v. Food Indus- 
tries, Inc., 101 F. (2d) 748 (CCA-3, 1939) [39-1 
ustc {| 9301]; Helvering v. Leary, 93 F. (2d) 826 
(CCA-4, 1938) [38-1 ustc { 9028]; Commissioner 
v. Kolb, 100 F. (2d) 920 (CCA-9, 1938) [38-2 ustc 
1 9616]; and also the following among other 
recapitalization cases: Morainville v. Commis- 
sioner, 135 F, (2d) 201 (CCA-6, 1943) [43-1 ustc 
1 9370]; Skenandoa Rayon Corp. v. Commis- 
sioner, 122 F. (2d) 268 (CCA-2, 1941) [41-2 ustc 
§ 9631]; Knapp-Monarch Co., 1 TC 59 (1942) 
(CCH. Dec. 12,881], affirmed on another ground, 
139 F. (2d) 863 (CCA-8, 1944) [44-1 ustc J 9151]; 
Globe-News Publishing Co., Inc., 3 TC 1199 
(1944) [CCH Dec. 14,065]. Cf. Ellis, 3 TC 106 
(1944) [CCH Dec. 13,699], involving certificates 
of conditional rights issued to cover dividend 
arrearages. 


17See Treas. Reg. 111, Sec. 29.115-9; Darrell, 
“‘Corporate Liquidations and the Federal Income 
Tax, 89 U. Pa. L. R. 907 (1941). 
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subject to the earnings limitation, ‘simply 
calls for a dividend tax if the distribution 
has the effect of a taxable dividend. Again, 
while both sections, differing from Section 
115 (a), limit the dividend tax to distribu- 
tions out of earnings and profits accumu- 
lated after February 28, 1913," Section 112 
(c) (2) contains the further specific limita- 
tion that the dividend tax is not to be im- 
posed on any amount in excess of the 
taxpayer’s ratable share of such earnings 
and profits. Again, under Section 115 (g) 
the amount to be taxed is the total distribu- 
tion (subject only to the earnings require- 
ment), while under Section 112 (c) (2) it is 
limited to the gain recognized to the stock- 
holder. Finally, Section 115 (g) provides 
that the amount subject to the dividend tax 
shall be treated as a dividend, while Sec- 
tion 112 (c) (2) simply says it shall be 
taxed as a dividend.” These latter two dis- 
tinctions are important in connection with 
withholding of tax at the source under Sec- 
tion 143 (b) in the case of nonresident alien 
stockholders. Withholding is required. in 
the case of a payment required to be treated 
as a dividend under Section 115 (g),” but 
withholding is not required in respect of a 
gain that is simply taxed as a dividend under 
Section 112 (c) (2). 





18 But see the questionable decision in Vesper 
Co., Inc. v, Commissioner, 131 F. (2d) 200 
(CCA-8, 1942) [42-2 ustc § 9734]. where Section 
115 (a) was infused into Section 115 (g). This 
decision is appropriately criticized in Gutkin 
and Beck, ‘Stock Redemptions As Taxable 
Events under Section 115 (g): The Impression- 
istic Test,’’ Journal of Accountancy, October, 
1945, pp. 285, 292. 


”% This difference in language between the two 
sections should not be assumed to have been acci- 
dental. Section 115 (g) first appeared in the 
Revenue Act of 1921 as Section 201 (d), while 
Section 112 (c) (2) did not appear until it was 
incorporated as Section 203 (d) of the 1924 Act. 
Yet the readily adaptable language of Section 
201 (d)—‘‘shall be treated as a taxable dividend’’ 
—was not used and the phrase ‘‘shall be taxed 
as a dividend’’ was adopted instead. 

* De Nobili Cigar Co. v. Commissioner, 143 F. 
(2d) 436 (CCA-2, 1944) [44-2 ustc § 9371]. While 
the requirement of withholding under Section 
115 (g) is burdensome as a practical matter on 
account of the uncertainty of the application of 
the law to the facts, all the determining factors 
are within the records of the corporation and the 
extent of taxability is the same for all share- 
holders. 


*tIn June, 1945, the Commissioner, after long 
consideration, informally so ruled, on the ground 
that such gain does not constitute fixed or de- 
terminable annual or periodical income. With- 
holding would be wholly impractical under Sec- 
tion 112 (c) (2) because the factors determina- 
tive of the existence of gain are not in the 
records of the corporation and the result varies 
with each individual stockholder depending upon 
his gain which in turn depends upon his basis. 


Exception to the rule as stated in the 
Bedford case. The opinion in the Bedford 
case, in common with earlier precedents, 
stated flatly, as we have seen, that a cash 
distribution in reorganization has the effect 
of a dividend if the accumulated earnings 
are sufficient. To the rule as thus stated 
there should be at least one exception. To 
illustrate the point, two recapitalization 
plans that are not uncommon may be com- 
pared. 


Case I. Corporation A has outstanding 
10,000 shares of five per cent nonparticipat- 
ing preferred stock of the par value of $100 
per share originally issued at par, having a 
redemption price and liquidation preference 
of $105 per share. Dividends on the stock 
are in arrears to the extent of $10 per share. 
Under a recapitalization plan, each share of 
such stock is exchanged for one share of 
new four per cent preferred stock of the 
par value of $100, bearing dividends from 
the issue date, having a redemption price 
and liquidation preference of $100 per share, 
plus $6 in cash. The earnings and profits 
of the corporation accumulated after Feb- 
ruary 28, 1913, are sufficient to cover the 
cash payment; and under Section 112 (c) (1) 
the stockholder will have a recognized gain 
from the exchange in the amount of the 
cash. 

There is no change in capital here; there 
is an elimination of dividend arrearages, a 
reduction in the future dividend rate and a 
reduction in the call price. The money is 
paid to compensate for all of these, but the 
cash the stockholder receives is not in ex- 
cess of his ratable share of the accumulated 
earnings. Under the Bedford decision, his 
gain has the effect of a dividend and is tax- 
able as a dividend. 

Case II. Assume the same facts as in 
Case I, except that the dividends on the old 
five per cent preferred have been regularly 
paid to the dividend payment date next pre- 
ceding the recapitalization, from which date 
dividends on the new preferred stock com- 
mence to accrue. Can it be said that any 
gain recognized to the shareholder upon the 
exchange in this case is taxable as a divi- 
dend simply because the company has ac- 
cumulated earnings? 


Surely not. The stockholder actually re- 
ceived all the dividends to which he was 
entitled on the old preferred stock. There 
will be no hiatus between the time when 
the dividend ceases to accrue on the old 
stock and commences to accrue on the new. 
It is true that the cash payment may be 
charged to the corporation’s earned surplus 
and may be intended in part to compensate 
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for the reduction in future dividend rate, 
and in that sense bears some relation to 
dividends. Yet it is really a payment to 
compensate for the fact that the new stock 
is worth less than the old because of the 
reduction in dividend rate and the elimina- 
tion of the premium on redemption or 
liquidation. The recognized gain from such 
an exchange should not be taxed as a divi- 
dend under Section 112 (c) (2), because it 
exceeds the stockholder’s ratable share of 
the accumulated earnings and profits. His 
dividends having been fully paid to date, 
his ratable share of such earnings is nil; 
the premium that would have been ulti- 
mately payable on his old stock in case of 
redemption or liquidation, should not be 
considered to give him a ratable share. It 
is believed that this view is in accord with 
the Commissioner’s practice. He has so 
ruled informally in similar cases both before 
and after the decision in the Bedford case. 
There is, however, one decision pointing the 
other way.” 


Case III. Assume the same facts as in 
Case I, except that the accrued dividend 
rights of the old preferred stockholders are 
fully preserved and the cash is paid to them 
to compensate for the reduction in future 
dividend rate and redemption and liquida- 
tion premium, there being a bona fide intent 
to pay up the dividend arrearages in time. 


Here the cash payment the stockholder 
receives is not in excess of his ratable share 
of the accumulated earnings, but a dividend 
tax would be imposed on more than his in- 
terest in the earnings if such a tax were 
collected both on the recognized gain from 
the recapitalization transaction and on the 


2In J. Weingarten, Inc., 44 BTA 798 (1941) 
[CCH Dec. 11,867], the Board, without analysis 
of this point, allowed a corporate taxpayer a 
dividends paid credit for a cash payment charged 
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dividend arrearages when they are eventu- 
ally paid. Since the cash payment does not 
serve to reduce the stockholder’s then in- 
terest in the accumulated earnings, and since 
it is received in consideration of giving up 
other rights represented by his investment, 
the payment really does not have “the effect 
of a distribution of a taxable dividend.” 
Yet the Supreme Court, in construing the 
quoted language, laid down a test in the 
Bedford case which recognizes no exception 
for this situation. 


In the Bedford case, the Supreme Court 
adopted a simple, workable construction of 
the phrase—“has the effect of a distribution 
of a taxable dividend”—as used in Section 
112 (c) (2). The Court’s construction pro- 
duces a result which seems suitable for the 
Bedford case and most other cases. But it 
would prove very harsh in some situations 
where the real nature and effect of the dis- 
tribution, if the plan is viewed as a whole, 
is clearly wholly unlike a dividend. Whether 
the Court would give more weight to the 
above quoted phrase and apply the rule of 
the Bedford case less rigidly in a case of 
this sort, is problematical. 


Under the Bedford decision, properly un- 
derstood, if a stockholder realizes a gain 
from a reorganization exchange in which he 
receives cash, then, if the corporation has 
sufficient earnings and profits accumulated 
after February 28, 1913, such part of the 
gain recognized to the stockholder “as is 
not in excess of his ratable share” of such 
accumulated earnings and profits, is taxable 
as a dividend. If he is not entitled to share 
in such accumulated earnings and profits, he 
pays no dividend tax. [The End] 





to earnings, on the theory that the cash was 
taxable as a dividend under Section 112 (c) (2). 
Cf. Humphreys Mfg. Co., 45 BTA 114 (1941) 
{CCH Dec. 12,071]. 








A BASIC PHILOSOPHY—Continued from page 237 





to pay and how much in terms of service 
charges. 

All forced charges of the government 
should be included in ascertaining the com- 
munity’s ability to pay. Wherever practical, 
the government should operate on a use- 
charge basis, and the amount of revenue to 
be collected on the basis of ability to pay 
should be no greater than is practicable 
after a study thereof. Also, use charges 
should be for amounts no greater than the 
actual cost thereof to the federal govern- 
ment. I take this position because: (1) 
use and payment therefor are on an indi- 
vidual basis eliminating the “subsidy” or 
“charity” aspect that “ability to pay” de- 
notes; (2) community action can be col- 
lectively better directed when individuals 
recognize the cost of their actions and pay 
for them fully rather than partially or not 
at all; (3) the negative effect of the charge’s 
being a tax is minimized when direct serv- 
ices are received therefor; (4) use taxes 
discourage the majority from increasing the 
costs of government at the expense of the 
minority. 

Let us assume we have established a 
policy of use charges wherever practical 
and have agreed on what is a reasonable 
cost for government services to be collected 
on the basis of ability to pay. 

We must next determine a policy for the 
allocation of these costs on the basis of 
ability to pay. This determination is prob- 
ably the most difficult aspect of long-range 
tax policy. Yet there are certain basic 
principles which, if accepted, can simplify 
our approach to this problem, 


Minimum Standard of Living 


We must agree upon a minimum stand- 
ard of living according to size of family. If 
federal tax cost is not included within the 
calculation of the minimum standard of 
living, then obviously no taxes should be 
assessed on anyone whose earnings are 
below this standard, as most certainly he 
cannot be said to have any ability to pay 
for such cost. 

There may be some argument raised for 
the desirability of including some cost for 
federal services and operations in the cal- 
culation of the minimum standard of living, 
so that all voters may have the privilege 
of knowing they help to support the federal 
government. Such an assessment may dis- 
courage additional federal services, which 
may mean further tax increases. 





Confiscatory Taxation 


The minimum standard of living has been 
set as the floor for taxation on the basis 
of ability to pay. I suggest as a ceiling a 
tax rate approaching confiscatory taxation. 
Any tax rate which becomes high enough to 
be construed as confiscation of income would 
be outlawed, because confiscation of in- 
come was never intended, nor is it eco- 
nomically desirable. Whether this should 
be fifty per cent, sixty per cent, or seventy 
per cent is not for me to answer. Certainly, 
tax rates in excess of fifty per cent begin 
to approach a confiscatory aspect; no one 
would argue that rates in excess of seventy- 
five per cent were not confiscatory. What 
the rate should be must be determined as 
a matter of policy and adhered to on a 
consistent basis. 

A base and a ceiling having been estab- 
lished, tax rates should be graduated upward 
between these two extremes. It would seem 
reasonable for the brackets to be somewhat 
larger in the lower incomes so as to put 
more of the weight on the higher incomes. 

Community property states and separate 
tax returns for husband and wife are devices 
to avoid an equitable allocation of federal 
costs on the basis of ability to pay. It is 
essential that our tax law eliminate sepa- 
rate returns for husband and wife and 
children living in the same household. The 
family is the basis of our social order; its 
income as a group is the basis for its stand- 
ard of living. It is, therefore, the family 
income which is the best standard for ascer- 
taining ability to pay. 


Corporate Taxation 


I would abolish corporate taxation except 
for use or service charges, if any. ‘This is 
essential to accomplish tax equality on the 
basis of individual ability to pay. 

Individual shareholders are in different 
income brackets and pay different tax rates 
on the basis of their ability to pay. ‘The 
effect of a corporate tax rate is to assess 
all shareholders on their portion of corpo- 
rate income at the same tax rate irrespective 
of the individual variances in their ability 
to pay. Thus, a portion of our national 
revenue is provided on a fixed-rate basis 
irrespective of the variations in the indi- 
vidual incomes of shareholders. This means, 
finally, that shareholders with smaller in- 
comes pay a relatively higher tax rate on 
their share of the corporate income than 
would be the case if the same amount of 
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revenue were collected directly from the 
shareholders without a corporate income 
tax. In this way, corporate income taxes 
make equality of taxation impossible. 


Corporate taxation as it exists becomes 
a means of tax avoidance, and makes equi- 
table tax assessment on the basis of the 
individual’s ability to pay impossible. There 
have been many arguments advanced favor- 
ing corporate taxation, but none of these 
are valid ones. Let us review some of them. 
For example, corporate taxation has been 
considered advisable as an assessment to 
equalize the release a corporation has from 
individual responsibility, and to prevent the 
use of the corporate form to escape indi- 
vidual taxes. However, these arguments 
use taxes for directional purposes and not 
for revenue. 


It is stated that the elimination of corpo- 
rate taxes would result in a stampede to 
incorporate on the part of thousands of 
unincorporated business enterprises seeking 
tax concessions. Whether this stampede 
occurs will depend on the form the tax law 
takes. Irrespective of form, what difference 
does it make if there is a stampede toward 
incorporation if an equitable tax follows? 
This argument in itself acknowledges that 
the free choice of business organization is 
hampered by tax laws. 


It is stated that if the corporate tax were 
abolished, the tax on undistributed profits 
which would take its place; would encourage 
monopolies and favor strong corporations 
as against weak ones. Does this necessarily 
follow? If so, what does it imply? If it 
means that in the case of smaller corpo- 
rations, shareholders are less likely to rein- 
vest the money in the company after a cash 
dividend is received, what difference does 
it make if this is their wish? After all, 
are not the profits of the company subject 
to the wishes of the shareholders? 


It is sometimes stated that this country 
had an “unfortunate” experience with the 
undistributed profits taxes during 1936 and 
1937. What was unfortunate about it? For 
whom was it unfortunate? The sharehold- 
ers who benefited by receiving the divi- 
dends certainly did not feel unfortunate. If 
it can be inferred from the corporate point 
of view that it would have been more advis- 
able to re-invest the funds in the further 
expansion of the business rather than dis- 
tribute the entire earnings as dividends, 
certainly the corporation had the option of 


selling shares to get additional capital if 
if so needed. 


A Basic Philosophy 


As to the value or harmful effect of an 
undistributed profits tax, one must agree there 
is more than one, point of view. Corporate 
management has an interest in retaining earn- 
ings whereas individual stockholders have not. 
In order to pay dividends to the full extent 
of earnings a corporation must, of necessity, 
go to the shareholders or to the market for 
additional capital. The advisability of the 
additional capital is then determined inde- 
pendently of the management. 


Corporate income should be handled in 
the same manner as partnership income. 
Every holder of a security during the year 
would be required to report as current 
income earnings per share multiplied by 
the number of days that the security has 
been held and divided by the number of 
days in the year. Dividend income would 
not be taxable. There would be no corpo- 
rate taxes. We might, instead, have a with- 
holding tax on dividends as we have on 
salaries. which corporations could collect and 
for which stockholders could take credit. 
The same technique would apply to corpo- 
rate losses. One might question whether 
large corporations with numerous stock 
transactions present a basis upon which this 
recommendation can be worked out practi- 
cably, A thorough exploration of this possi- 
bility is certainly justified in view of the 
importance of our objective of equitable 
taxation. 


The effect of the elimination of corporate 
taxation would be to diminish the “net 
return after taxes” on risk capital as the 
income of the individual increased. This 
might have a tendency to shift the capital 
of the high income earners from risk capi- 
tal to government bonds, etc., and pass the 
ownership of corporations to the middle- 
income owners. Whether this is socially 
advisable is irrelevant to a discussion of 
equality in taxation. The trend seems to 
be in this direction even under present tax 
procedure. 


Yearly Earnings 


The question of whether annual earnings 
are an equitable basis of measuring an indi- 
vidual’s ability to pay must also be deter- 
mined. It can be argued that a large income 
in one year to one with a previously low in- 
come may not make his ability to pay equal 
to the ability of one receiving a large income 
from year to year. Certainly this is true 
where, because of the nature of the individ- 
ual’s business, the income may be very irregu- 
lar. This suggests the desirability of predicat- 
ing the tax rate on the basis of the average of 
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three years income or possibly five. How- 
ever, where income decreased, the taxpayer 
would be at a serious disadvantage. As an 
alternative, possibly one could use the low- 
est of the yearly incomes or the average 
annual income. 


Accumulated Capital 


Somewhere in our scheme of measuring 
an individual’s ability to pay, we must take 
into consideration the individual’s accumu- 
lated capital. For example, one earning 
$10,000 per year and having an accumulated 
capital of $100,000 is certainly more able to 
pay than one earning the same amount but 
with little or no accumulated capital. An 
argument against this may be that any in- 
come produced by such capital is already 
being taxed, but rates of income differ for 
different types of capital, and equality and 
ability to pay cannot necessarily be meas- 
ured entirely on the basis of income. 

One could challenge the advisability of 
considering accumulated capital in measur- 
ing ability to pay, by saying that it puts 
a penalty on savings. It might be so con- 
strued, but remember, we are searching for 
an equitable means of measuring ability to 
pay. How people spend their money and 
in what proportion will be influenced by 
the new scheme of things, but then they are 
so influenced by the existing tax structure. 


Accumulated capital serves the purpose 
of assuring security in the non-income-pro- 
ducing period of your life. It guarantees 
maintaining a standard of living against 
uncertain future income. All of this relates 
to the age of the individual, the size of his 
family, the uncertainty of his particular type 
of future income. 


There is a reasonable argument that non- 
salary-income-producing individuals should 
pay a fair share of government costs, which 
may not be equitably determined if the sole 
determination is of the individual’s income. 
Let us take the most obvious example, and 
possibly the exception, a young couple with 
a million dollars invested in two-per cent 
government bonds and not working and 
producing a salary income; the tax on their 
income of $20,000 ‘would not appear equi- 
table when compared to the tax on a similar 
family, of the same age, with the same 
income, but with no accumulated capital. 

On what basis accumulated capital should 
be included in determining an individual’s 
ability to pay is difficult to answer without 
considerable research. But I believe there 
is a definite case established for its inclusion. 


Subsidies 


In recent years, tax machinery has often 
been used as a subsidy, knowingly or other- 
wise. Probably this has come about because 
so many of our taxation schemes have been 
on an inequitable basis. A glaring example 
is the subsidy to small corporations through 
reduced tax rates for smaller incomes. This 
probably began as a means of adjusting tax 
inequalities between small corporations and 
individual proprietorships or partnerships. 
Whatever the origin, we now hear many 
advocating exemptions for small corpo- 
rations, or reduced rates on small corporate 
incomes, to encourage the establishment of 
small business firms. But is this what tax- 
ation is for? I have no objection to subsi- 
dizing small business, but if this is what we 
want, let us pay out the subsidy as a service 
of the government and show its expense 
separately, so that we may know how much 
it is costing us and so that we can relate 
the expense to the benefits. Let us not bury 
it under a tax allowance. Let us keep tax- 
ation for revenue-raising purposes only. 


Capital Gains and Losses 


Income is income no matter how realized 
for purposes of equality of taxation. Simi- 
larly, losses are losses. I would eliminate 
the distinction between capital gains and 
current income. Possibly one might allow 
certain types of capital gains to be reported 
as current income over the period of years 
for which a capital item is held prior to 
sale—thus avoiding penalizing the taxpayers 
on a graduated tax basis for the year in 
which the capital item is sold; unless, of 
course, we have adopted the average in- 
come basis of taxing the individual. 


Charities 


I would also eliminate allowing deduc- 
tions on individual tax returns for such 
items as charities. In effect, an allowance 
of this type gives the individual a tax 
credit and pays out of the federal treasury 
a substantial portion of such charitable 
contributions. If the government wants to 
subsidize charities, let us pass laws whereby 
government payments are made directly to 
the charities. The present handling of 
charity deductions and similar allowances 
gives the individual making the contribution 
too great an influence over its disposition, 
particularly when so large a portion of the 
contribution is stimulated by the tax struc- 
ture and comes out of the taxable income 
of the community. A change of this type 
could not be made over night, but it is 
basically sound. 
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Other Taxes 


I would eliminate deductions for other 
taxes whether federal or state; in other 
words, dismiss the myth of double tax- 
ation. Home owners’ deduction of real 
estate taxes is inequitable to renters. Pay- 
ments of other taxes become part of the 
cost of the standard of living and separate 
allowances need not be made for them. I 
would as a matter of fact eliminate other 
federal taxes such as excises, except inso- 
far as they take the nature of use charges, 
in which case they should not be included 
as allowable deductions from income. 


Simplification 


There is much that can be done from a 
tax simplification point of view. For ex- 
ample, a schedule of non-taxable income 
allowance by size of family could be devel- 
oped so that taxable income would be a 
single amount. Secondly, separate taxes for 
normal and surtaxes could be eliminated 
and a single tax rate could be made effec- 
tive. The corporate capital stock tax could 
be abolished. Social Security tax returns 
could be simplified by utilizing income tax 
information returns. The Federal Unem- 
ployment Tax should be abolished or the 
state operation combined with the federal. 
These are only examples and a few of the 
many ways in which red tape can be elimi- 
nated for individuals and business. 


Emergency Governmental 
Expenditures 


It may be said that the implication of 
limiting federal taxation to the community’s 
ability to pay and maintaining such tax- 
ation on a consistent basis from year to 
year might ham-string the government in 
meeting emergency requirements. I have 
provided for a consistent tax rate irrespec- 
tive of fluctuations in national income, with 
the government financing periods of short- 
ages and repaying loans during periods of 
overages. However, there may be con- 
ditions where emergency expenditures are 
required, such as during a depression, to 
finance work to offset large scale unemploy- 
ment or in a case such as financing war ex- 
penditures. It is not my intention to restrict 
the government in meeting situations of 
this type, although it is my view that the 
expenditure for government services should 
be set somewhat lower than the community’s 
ability to pay so that there would be an 
annual tax collection in excess of require- 
ments, to permit an accumulation of funds 


A Basic Philosophy 


to cover future emergency expenditures or 
to repay previous emergency expenditures. 


Summary 


To summarize, the preceding statements 
are not definite recommendations; merely 
stimuli; an effort to awaken some thinking 
toward the underlying place of taxation in 
our way of life and to raise issues as to 
methods and policies of assessing taxes. 


In brief: 


1. A stable taxing program to eliminate 
uncertainty and friction, and to attain 
individual equality on the basis of ability 
to pay is essential. 
Directional taxation 
tinued. 

Federal taxation must be limited by the 
community’s ability to pay. 

Federal use charges, where practical, 
should supersede income taxes. 

Family income must serve as the basis 
of determining an individual’s ability 
to pay. 

Corporate taxation must be abolished. 
Average earnings rather than annual 
earnings are a more equitable basis for 
income taxes. 

Accumulated capital should be con- 
sidered when measuring an individual’s 
ability to pay. 

Subsidy taxation must be abolished. 
Income from capital gains should not 
be segregated. 

Deductions for contributions, other 
taxes, etc., should be discontinued. 
Simplification of tax procedure is es- 
sential. 

Everyone may not agree with all of these 
suggestions, but everyone must agree that 
a real tax reform job lies ahead of us. We 
are moving step by step, allowing weak- 
nesses to continue, supporting them with 
new weaknesses, and with no long-range 
concept of a planned tax policy or system 
accepted as a guide toward which all adjust- 
ments should be made, and upon which 
business and individuals can plan with some 
degree of certainty. Accordingly, I recom- 
mend the establishment of a tax research 
body to explore from a long-range point 
of view the federal tax issues herein dis- 
cussed and the many others that exist, and 
to submit for the consideration of the Con- 
gress a recommended basic philosophy of 
federal taxation, a set of principles and 
policies for its administration, a program 
for simplification, the steps necessary to 
accomplish such goal, and a timing sched- 
ule in which to accomplish the program. 


[The End] 
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Importance of the Problems 


*URPLUS PROPERTY subject to dis- 

posal by the United States falls into 
three principal categories: fabricated prod- 
ucts (including materials, supplies and 
equipment which have been used in or pur- 
chased for the prosecution of the war), 
termination inventories (where title to all 
or a part of the inventory is held by the 
United States as an incident of a contract 
termination), and plant and production fa- 
cilities. In the absence of federal immunity 
from state and local taxation the ownership, 
sale, and use of such properties would be 
subject to multiple state and local taxes, 
including ad valorem taxes on real and 
personal property, sales, use and occupa- 
tional taxes, and some license and registra- 
tion fees. The importance of the problems 
arising in the application of such taxes 
to contract termination and property dis- 
posal is apparent from the facts that about 
one-fifth of the total industrial facilities 
of the United States are government-owned, 
representing a federal investment of approxi- 
mately sixteen billion dollars,’ and that sur- 
plus property in the hands of owning and 
disposal agencies amounted to almost one 
billion, four hundred million dollars in terms 
of procurement costs even before V-J day.’ 
The magnitude of the problem is further 
reflected in a Congressional committee esti- 
mate that the dollar valuation of stocks and 
supplies subject to post-war disposal by the 
United States would approximate fifty to 
sixty billion dollars.’ 
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1 Testimony of Hans Klagsbrunn, Vice Presi- 
dent of Defense Plants Corporation, quoted in 
the report of the War Contracts Subcommittee 
of the Committee on Military Affiairs pursuant 
to S. Res. 198, 78th Cong. 2d Sess. (1944) 18. 


2 Summary of Second Quarterly Report of 
Surplus Property Board, 91 Cong. Rec., June 
12, 1945, at 6078. 

7H. R. Rep. No. 
(1944) 9 et seq, 
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1855, 78th Cong. 2d Sess. 








Federal contract termination raises problems of 


IMTERGOVERNMENTAL TAX IMMUNITIES 


BY RALPH S. RICE 


Sales, use, and occupational taxes are 
normally only two or three per cent of the 
sales price of the property sold, and the 
amount of tax involved thus will be a limited 
proportion of the expense of the reconver- 
sion program. Moreover, most states having 
sales taxes impose the tax only with respect 
to retail sales. The practical effect of im- 
munity of the United States from state 
excise taxes thus will be further limited be- 
cause sales of surplus personal property by 
the United States will normally be made to 
commercial distributors and retailers under 
the requirements of Section 2(n) of tlie 
Surplus Property Act of 1944.4 


However, the economic effect of such 
taxes may well exceed the amounts involved. 
Any factors which tend to obscure the 
respective rights and obligations of the 
United States, state and local taxing ju- 
risdictions, contractors, and consumers serve 
materially to retard informed and speedy 
contract termination and surplus property 
disposition; and, because of the substantial 
amount of surplus property owned by the 
Federal Government, any delay in disposi- 
tion would have a correspondingly signifi- 
cant effect upon the national economy.’ Ab- 
sence of clarification of the rights of all 
persons participating in surplus property 
disposition undoubtedly is largely respon- 
sible for current delay in property disposal. 
Only sixteen per cent of available surpluses 


were disposed of between June 1944 and 
March 1945, 


Moreover, the application of. state and 
local taxes to disposition of surplus proper- 
ties requires careful reconciliation of the 
interests of the states and the United States. 
Revenue collections are of obvious impor- 
tance to state and local governments, some 





*Pub. L. No. 457, 78th Cong., 2d Sess. (Oct. 
3, 1944), hereafter sometimes called the Act. 

5 Summary of Second Quarterly Report of Sur- 
plus Property Board, 91 Cong. Rec., June 12, 
1945, at 6078. 
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of which have displayed an_ increasing 
tendency to enlarge revenues at the expense 
of the federal treasury.® Accordingly, state 
and local tax officials may be expected to 
require payment of taxes by the United 
States where such taxes can be constitu- 
tionally imposed, and to solicit the voluntary 
cooperation of the United States in enforc- 
ing taxing statutes where the thrust of the 
statutes is addressed to purchasers of surplus 
property rather than the United States. On 
the other hand, where the United States is 
immune from the tax, agencies or employees 
of the United States are prohibited, in the 
absence of specific Congressional approval, 
from paying to the states taxes respecting 
the ownership, sale, or use of surplus prop- 
erty." An obvious need thus exists for an 
accurate delineation of the scope of the im- 
munities doctrine as applied to termination 
and disposal procedures in order that a 
sound basis may be established for mutual 
forbearance and cooperation between the 
states and the United States in the solution 
of their tax problems. 


Termination and Property 
Disposal Procedures 


Under the Contract Settlement Act of 
1944* the holder of a contract with the Fed- 
eral Government is normally indemnified for 
losses he sustains by reason of its termina- 
tion.” It is the policy of the Government to 
provide contractors with speedy compensa- 
tion,” but, since some delay is inevitable, the 
Act establishes detailed procedures for in- 
terim financing while claims are being 
processed.” The contractor is encouraged 
by the War and Navy Departments to retain 
or sell (under their direction)” materials, 
supplies, and partially fabricated and fabri- 
cated articles on hand at_ termination, 
whether title to the articles rests in the 
United States or the contractor, and to 
make,claim for the losses, if any, sustained 
in connection with the sale or 


retention. 


6 See, e. g., Tenn. Laws 1945, c. 151. seeking 
to require additional unemployment compensa- 
tion contributions from employers engaged in 
work in federally-owned plants under cost-plus- 
a-fixed-fee contracts with the United States. 

7 Rev. Stat. § 3224 (1875), 28 U. S. C. § 241 
(1934); Comptroller General of the United 
States, General Regulation No, 86 as amended 
June 11, 1937. 

8’ Pub, L. No. 395, 78th Cong., 2d Sess. (July 
1, 1944). 

9 Td. at § 6(d). 

10 Id. at § 1(b). 

" Jd. at § 6(a). 

122 Joint Army-Navy Termination Regulation, 
9 Fed. Reg. 13316 (1944) (hereinafter cited as 
JTR) §§ 411, 441. 


Intergovernmental Tax Immunities 


Consequently, it is hoped that a relatively 
small volume of termination inventories will 
be sold by the United States itself. 


Personal Property. It is obvious that most 
surplus personal property of the United 
States will be owned by the War and Navy 
Departments, the Maritime Commission, and 
procurement agencies such as the War Food 
Administration, the Defense Supplies Cor- 
poration and the Procurement Division of 
the Treasury Department. For the duration 
of the war each of these agencies will deter- 
mine which property under its control is to 
be designated as surplus,” and, except where 
specifically authorized to dispose of prop- 
erty, each is required to certify property as 
surplus to so-called “disposal agencies” 
which are empowered to sell the property 
when such certification is received. 


Where surplus personal property accrues 
from sources other than contract termina- 
tion, the civilian agencies of the United 
States normally dispose of the property. 
Thus, capital and producers’ goods will be 
sold by the Reconstruction Finance Corpo- 
ration, maritime property will be sold by 
the Maritime Commission, and agricultural 
commodities will be sold by the War Food 
Administration.* In addition, the War and 
Navy Departments are authorized to dispose 
of nominal quantities of property, scrap and 
salvage, such equipment and materials as 
may be needed by industrial users engaged 
in war production, and, where acting 
through the contractors, termination inven- 
tories.” In all other cases the property will 
be certified as surplus to the appropriate dis- 
posal agency and sold by such agency. 


Real Property. Procedures for disposal of 
real property currently -parallel procedures 
for disposition of personal property. Most 
of the industrial properties now owned by 
the United States are under the control of the 
Reconstruction Finance Corporation and 
the National Housing Agency.” This real 
property as well as most of the real prop- 
erty owned by other branches of the Fed- 
eral Government (including the War and 
Navy Departments) will be certified to these 
agencies for disposition.” While the Con- 


18 Surplus Property Act § 11(a). 

14 Detailed designation of disposal agencies has 
recently been made by the Board. Surplus 
Property Board Regulation No. 1, 10 Fed. Reg. 
3764 (1945). 

% Surplus Property Act § 14; Surplus War 
Property Administration Statement of Policy, 
April 21, 1944; Surplus War Property Adminis- 
tration Regulation No. 1, 9 Fed. Reg. 5096 
(1944); JTR § 454.3. . 

16 See note 1 supra. 

1% Surplus Property Board Regulation No. 1, 
10 Fed. Reg. 3764 (1945). 
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gressional intention that sales of property 
shall be expedited to the greatest possible 
extent is manifest, delay in disposition of 
real property (and a consequent increase in 
tax problems) appears inevitable. A reluc- 
tance of owning agencies to part with real 
property may be expected until it appears 
unmistakably clear that such property will 
be of no value. Complex procedures will be 
needed to secure the best price obtainable 
for the United States, and give effect to 
the prohibitions of Section 1 of the Act 
against fostering monopoly or restraint of 
trade, or unduly disturbing domestic econ- 
omy. Delay may be expected under Sections 
19 and 23 of the Act, requiring that sur- 
plus property be reported to Congress, Sec- 
tion 12, establishing procedures to insure 
preferential treatment to former owners, 
tenants, and veterans, and Sections 12 and 
13, establishing procedures for disposal to 
federal, state and local agencies.” More- 
over, retention by the United States of title 


1% See note 5, supra. 

’ Until recently, only 189.000 acres out of a 
total of 9,000,000 acres and 26,000 parcels have 
been declared surplus. Summary of Second 
Quarterly Report of Surplus Property Board, 
91 Cong. Rec., June 12, 1945, at p. 6078. 

2° For example, see Penn Dairies v. Milk Con- 
trol Comm., 318 U. S. 261, 271 (1943), and cases 
cited. 

21 302 U. S. 405, 419 (1938). 

* Confusion is added by the failure of the 
Court to overrule specifically cases which no 
longer can be considered to represent the law. 
For example. in view of the decision in Hel- 
vering v, Producers Corp., 303 U. S. 376 (1938), 
snecifically overruling Gillespie v. Oklahoma, 
257 U. S. 501 (1922), and Burnet v. Coronado 
Oil & Gas Co., 285 U. S. 393 (1932), it seems 
probable that the conclusions reached in Choc- 
taw & Gulf R. R. v. Harrison, 235 U. S. 292 
(1914), Indian Oil Co. v. Oklahoma, 240 U. S. 
522 (1916), and Jaybird Mining Co. v. Weir, 
271 U. S. 609 (1926). will no longer be con- 
sidered binding on the Court. Similarly. the 
decision in Alabama v. King & Boozer, 314 U. S. 
1 (1941), specifically overruling Panhandle Oil 
Co. v. Mississippi, 277 U. S. 218 (1928), Graves 
v. Texas Co., 298 U. S. 393 (1936), and James 
v. Dravo Contracting Co., 302 U. S. 134 (1937), 
may hereafter be thought to have overruled by 
implication a major portion of the rationale 
of the decisions in Indian Motocycle Co. v. 
United States, 283 U. S. 570 (1931); Williams v. 
Talladega, 226 U. S. 404 (1912); Leloup v. Port 
of Mobile, 127 U. S. 640 (1888); Telegraph Co. 
v. Texas, 105 U. S. 460 (1881); Railroad Co. v. 
Peniston, 18 Wall. 5 (U. S. 1873). 

23 The principle has been lately reaffirmed in 
City of Cleveland v. United States, 323 U. S. 
329 (1945), in which many of the earlier cases 
were cited. 

** See Van Allen v. The Assessors, 3 Wall. 573. 
583. 585 (U. S. 1865); Bank v, Supervisors, 7 
Wall. 26. 30, 31 (U. S. 1868); Thomson v, Pacific 


Railroad. 9 Wall. 579, 588, 590 (U. S. 1869); 
People v. Weaver, 100 U. S. 539, 543 (1879); 
Mercantile Bank v. New York, 121 U. S. 138, 


154 (1887); Central Pacific R. R. v. Nevada, 162 
282 
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or a beneficial interest (or both) in surplus 
real estate may be anticipated to insure pay- 
ment of the purchase price and in some cases 
control over the development and use of the 
property. 


General Tests of Intergovernmental Im- 
munity. Although the trend toward restric- 
tion of immunity is. clear,” judicial 
attempts to designate the scope of the im- 
munity have resulted in a welter of con- 
flicting precedent. As Justice Stone noted 
in Helvering v. Gerhardt:* “In a period 
marked by a constant expansion of govern- 
ment activities and the steady multiplica- 
tion of the complexities of taxing systems, 
it is perhaps too much to expect that the 
judicial pronouncements marking the bound- 
aries of state immunity should present a 
completely logical pattern.” * 


However, two general principles are 
well established. First, it is clear that 
Congress may either specifically prohibit * 
or permit ™ taxation of property owned by 


wo 


512 (1896); Northern Pacific R, R. v. 
Myers, 


172 U. S. 589, 598. 599 (1899); Owens- 
boro National Bank v. Owensboro, 173 U. S. 
664, 668 (1899); Farmers Bank v. Minnesota, 232 
U. S. 516, 521 (1914); Choctaw & Gulf R. R. v. 
Harrison, 235 U. S. 292 (1914); Shaw v. Gibson- 
Zahniser Oil Corp., 276 U. S. 575, 581 (1928); 
Oklahoma v. Barnsdall Refineries, Inc., 296 U. S. 
521, 525, 526 (1936); Baltimore National Bank 
v. State Tax Commission, 297 U. S. 209, 211, 212 
(1936); British-American Oil Co. v. Board, 299 
U. S. 159 (1936); James v. Dravo Contracting 
Co., 302 U. S. 134. 161 (1937); Helvering v. 
Gerhardt, 304 U. S. 405, 411, 412 (1938). In 
recent years Congress has not infrequently 
waived immunity of property of the United 
States from state and local taxation. Home 
Owners’ Loan Act, 48 Stat. 130 (1933), 12 U.S.C. 
§ 1463(c) (1940); Farm Credit Act, 48 Stat. 267 
(1933), 12 U. S, C. § 1138(c) (1940); 48 Stat. 
993 (1934), 28 U. S. C. § 124(a) (1940); Federal 
Credit Union Act, 48 Stat. 1222 (1934), 12 
U. S. C. $1768 (1940); National Housing Act. 
48 Stat, 1252 (1934), 12 U. S. C. $1714 (1940); 
49 Stat. 


1160 (1936); 50 Stat. 68 (1937): Bank- 
head-Jones Farm Tenant Act, 50 Stat. 531 
(1937), 7 U. S. C. §$ 1024 (1940); 50 Stat. 806 


(1937), 25 U. S. C. § 510 (1940). So, also, Con- 
gress has authorized payments by agencies of 
the United States of sums in lieu of taxes. 
Tennessee Valley Authority Act, 4g Stat. 66 
(1933), 16 U. S. C. $ 831(1) (1940); 48 Stat. 577 
(1934); 49 Stat. 2026 (1936), 40 U. S. C, § 422 
(1940); 49 Stat. 2036 (1936), 40 U. S. C. § 432 
(1940); Second Deficiency Appropriation Act for 
1937, 50 Stat. 221 (1937); Bankhead-Jones Farm 
Tenant Act, 50 Stat. 531 (1937), 7 U. S. C. § 1024 
(1940); Interior Department Appropriation Act. 
50 Stat. 570 (1937); 50 Stat. 876 (1937); United 
States Housing Act. 50 Stat. 895 (1937), 42 
U. S. C. § 1413(c) (1940). Whenever permission 
to tax is extended, such permission will be 
strictly construed. Pacific Co., Ltd. v. Johnson, 
285 U. S. 480, 491 (1932); Oklahoma v. Barnsdall 
Refineries, Inc., 296 U. S. 521, 526 (1936); Mari- 
copa County v. Valley National Bank, 318 U. S. 
357 (1943). 
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or transactions involving federal instru- 
mentalities. Second, in the absence of a 
specific permission or prohibition by Con- 
gress, the court will endeavor to ascertain 
Congressional intention from the setting of 
the specific legislation ® and the history of 
egislation authorizing the federal enter- 
prise subjected to taxation. These general 
winciples are particularly important in this 
discussion because Congress has neither ex- 
wressly authorized nor forbidden taxation 
affecting contract termination or surplus 
roperty disposal. 


Immunity from Tax: In General. In con- 
sidering the immunity of federal agencies 
from taxation, it is important to note that 
independent contractors have not been con- 
sidered generally to be such instrumentalities 
of government as to be cloaked with the im- 
munity of the sovereign.” Accordingly, 
when sales, use, and occupation taxes are 
levied upon materials purchased by an inde- 
pendent contractor and thereafter consumed 
or processed, the contractor is not relieved 
of the burden of the tax merely because 
he has contracted for sale of the completed 
article to the Federal Government. Trinity- 
farm Construction Co. v. Grosjean, 291 U. S. 
466 (1934). It is equally clear that where a 
state tax is levied directly upon the opera- 
tions of an arm of the Federal Government, 
the tax comes within the prohibition orig- 
inally enunciated in McCulloch v. Maryland.” 





At first it was held that taxes measured 
by the value of commodities sold or services 
rendered directly to the United States by in- 


2% See Metcalf € Eddy v. Mitchell, 269 U. S. 
514, 522-4 (1926); Shaw v. Gibson-Zahniser Oil 
Corporation, 276 U. S. 575, 578 (1928); Mayo v. 
United States, 319 U. S. 441, 447 (1943); Hel- 
vering v, Gerhardt, 304 U. S. 405, 411 (1938). 
Cf. the comments of Dr. Powell in The Waning 
of Tax Immunities (1945) 58 Harv. L. Rev, 633, 
669-70, respecting the presentation of_the argu- 
ment of Congressional intention in the brief of 
the United States in Alabama v. King & Boozer, 
314 U. S. 1 (1941). 

2% Thomson v. Pacific Railroad, 9 Wall. 579 
(U. S. 1869); Metcalf & Eddy v. Mitchell, 269 
U. S. 514 (1926); Trinityfarm Construction Co.’ 
v. Grosjean, 291 U. S. 466 (1934); James v. 
Dravo Contracting Co., 302 U. S, 134 (1937); 
Silas Mason Co. v. Tax Commission, 302 U. S. 
186 (1937); Helvering v. Producers Corp., 303 
U. S. 376 (1938); Buckstaff Bath House Co. v. 
McKinley, 308 U. S. 358 (1939); Penn Dairies 
v. Milk Control Commission. 318 U. S. 261 
(1943). Cf. United States v. Allegheny County, 
322 U. S. 174, 188 (1944), where Mr. Justice 
Jackson speaking for the Court stated: ‘‘a state 
May tax personal property .. . but it could 
hardly tax one of its citizens because of moneys 

. which were in his possession as... federal 
officer, agent or contractor.’”’ (Italics supplied.) 

273 Wheat. 316 (U. S. 1819); see Clallam 
County v. United States, 263 U. S. 341 (1923); 
and Mayo v. United States; 319 U. S. 441 (1943). 
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dependent contractors engaged in the dis- 
charge of a governmental function impeded 
the operations of the United States and, 
hence, violated the doctrine of intergovern- 
mental immunity from taxation.” Implicit 
in the decisions was the conclusion that the 
imposition of the economic burden of a tax 
on the United States by the states was an 
unwarranted interference with federal func- 
tions. But with the widespread adoption 
of excise taxes by the states it was con- 
cluded that where taxes directly measured 
by the value of commodities sold or serv- 
ices rendered were imposed upon a con- 
tractor with the United States, the tax 
was valid as long as the legal incidence 
of the tax was on the contractor, rather than 
the United States ® and that such a tax was 
not invalid merely because its economic 
burden was passed on to the United 
States.” The effect of the decisions dis- 
carding the “economic burden” theory where 
state excise taxes were involved was to in- 
clude such taxes within the well established 
principle that state and local property taxes 
might be constitutionally assessed against 
property owned and used by contractors 
in the discharge of contractual duties with 
the United States.” 


Immunity from Tax: “Legal Incidence” of 
the Tax. An apparently simple criterion is 
that of “legal incidence,” by which a tax is 
invalid if it is /Jatd upon the United States. 
The requirement that the “legal incidence” 
of the invalid tax must be upon the United 
States has been adopted primarily with 
respect to sales or other taxes measured 
by the value of commodities sold, and 
has no application in the cases involving 
stocks and bonds, or in cases where a regis- 


2s Panhandle Oii Co. v. Mississppi, 277 U. S. 
218 (1928); Graves v. Texas Co., 298 U. S. 393 
(1936); cf. Indian Motocycle Co. v. United 
States, 283 U. S, 570 (1931) (dealing with the 
imposition of a federal tax on a sale to a mu- 
nicipality). 

22See cases cited infra, note 37. See also 
Penn Dairies v. Milk Control Comm., 318 U. S. 
261 (1943), reaching the same result with re- 
spect to state regulation, rather than taxation. 

30 James v. Dravo Contracting Co., 302 U. S. 
134 (1937); Silas Mason Co. v. Tax Commission, 
302 U. S. 186 (1937); Helvering v. Producers 
Corp., 303 U. S, 376 (1938); see Helvering v. 
Gerhardt, 304 U. S. 405, 416 (1938), and cases 
cited; Graves v. New York, 306 U. S. 466 (1939); 
Alabama v. King & Boozer, 314 U. S. 1 (1941); 
Curry v, United States, 314 U. S. 14 (1941): 
cf. Penn Dairies v. Milk Control Commission, 
318 U. S. 261 (1943). 

* McCulloch v. Maryland, 4 Wheat. 316. 436 
(U. S. 1819); Osborn v. United States Bank, 
9 Wheat. 738, 867 (U. S. 1824); Railroad Com- 
pany v. Peniston, 18 Wall. 5, 33 (U. S. 1873); 
see Van Brocklin v. Tennessee, 117 U. S. 151, 
177 (1886). 
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tration tax is assessed upon documents issued 
in governmental affairs.” The simplicity of 
the doctrine is illusory, since it may be 
difficult to determine when the tax is in 
fact laid on the Federal Government. This 
difficulty is evident in a review of the sales 
tax statutes. Certain state statutes permit ™ 
or require ™ the vendors to pass such taxes 
on to the vendee, while in other states the 
taxing statute makes no reference to the 
right or duty of the vendor to pass the bur- 
den of the tax. * In cases where the United 
States is the vendee, the question of the 
legal incidence of taxes under such statutes 
becomes important. The incidence of the 
tax apparently is to be determined by the 
taxing statute itself, and weight is given to 
the interpretation of the statute by the state 
courts.™ 


In early considerations of the problem it 
was held that where a taxpayer was permit- 
ted by statute to pass the economic burden 
of a tax onto another, the “legal incidence” 
of the tax rested on the person to whom 
the tax was passed.” However, it appears 
from recent cases that where the statute 
merely authorizes the vendor to pass on the 
tax to the vendee, or is silent on the sub- 
ject, the legal incidence is on the vendor 
rather than on the person to whom the 
economic burden of the tax is passed. 


In the field of excise taxes, recent divi- 
sions of the Court make it clear that there 
must be something more than mere passage 
of the economic burden of a tax by the 
original taxpayer to the United States in 
order to invoke the doctrine of intergovern- 
mental immunity from taxation. There 
is obviously nothing more than passage of 
the economic burden of a tax under statutes 





3% James v. Dravo Contracting Co., 302 U. S. 
134, 152 (1937); Federal Land Bank v. Crosland, 
261 U.S. 374, 378 (1923). 

33 See, e. g., N. C. Gen. Stat. (Michie, Sublett 
& Stedman, 1943) §§ 105-165. 

34 See, e. g., Ala. Code (1940) Tit. 51, § 776; 
Calif. Rev. & Taxation Code (Deering, 1944) 
§§ 6052, 6053; Mo. Rev. Stat. Ann. (1943) § 11411; 


Wash. Rev. Stat. (Remington, Supp. 1940) 
§ 8370-21. 
*® See, e. g., Mich. Stat, Ann. (Henderson, 


Supp. 1944) §§ 7.521 et seq. 

3% See Federal Land Bank v. Bismarck Lum- 
ber Co., 314 U. S. 95, 99 (1941); Colorado 
National Bank v. Bedford, 310 U. S. 41, 52 
(1940); Clement National Bank v. Vermont, 231 
U. S. 120, 134 (1913), and cases cited. 

% Railroad Co, v. Jackson, 7 Wall. 262, 269 
(U. S. 1868); United States v. Railroad Com- 
pany, 17 Wall. 322 (U. S. 1872); Stockdale v. 
The Insurance Cos., 20 Wall. 323, 329 (U. S. 
1873). 

3% James v. Dravo Contracting Co., 302 U. S. 
134 (1937); Alabama v. King & Boozer, 314 U. S. 
1 (1941). 
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which merely authorize passage of the tax, 
or are silent on the question. 


On the other hand, it appears that a statu- 
tory requirement that a tax be passed on by 
the vendor (Federal Land Bank v. Bismarck 
Lumber Co., 314 U. S. 95 (1941); School Dis- 
trict v. Pfost, 51 Idaho 240, 4 P. (2d) 893 
(1931)), or be passed on to the vendor “so 
far as practicable” (Colorado National Bank 
v. Bedford, 310 U. S. 41 (1940)), places the 
“legal incidence” of the tax upon the ven- 
dee for purposes of the immunities doctrine; 
and, in the absence of such a statutory re- 
quirement, specific statutory authority for a 
refund of the tax to the vendee has been 
held to place the legal incidence of the tax 
upon the vendee. ® 


Thus, in the absence of a requirement or 
a provision for refund of the tax to the 
vendee, a mere showing that vendors in 
practice passed on the tax to the vendee 
as a separate item of cost would not estab- 
lish that the legal incidence of the tax 
was upon the United States where it is a 
vendee. To those familiar ‘with the opera- 
tion of such taxes, or engaged in nation- 
wide procurement, such a view is highly 
unrealistic, for in practice sales taxes and 
some occupational taxes are in fact passed 
on to the vendee, often as a separate item 


of cost. The economic burden upon and 
practical interference with the functions 
of the Federal Government are the same 


whether the tax is passed on under a statu- 
tory requirement (the sale then being im- 
mune from taxation if the United States 
is a party) or trade practice (in which case 
the tax is applicable); and to grant inter- 
governmental immunity from excise taxes 
on the basis of statutory refund provisions 
appears equally artificial. 


Relationship Between State 
Regulation and Taxation of 
Federal Instrumentalities 


The parallel histories of the doctrine that 
the Federal Government is immune from 
interference through regulation by state and 
local agencies, and the rule that the United 
States is similarly immune from taxation, 
are important since cases relating to taxa- 
tion and regulation are cited by the courts 
interchangeably. Both doctrines arise from 
U.. S. Const. Art. § $8, ch 33; Art: IV85, 
cl. 2; and Art. VI, cl. 2. The doctrine with 
respect to state and local regulation has 





39 Monamoter Oil Co. v. Johnson, 292 U. S. 86 
(1934); Stahmann v. Vidal, 305 U. S. 61 (1938), 
semble. 
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developed in a manner similar to the doc- 
trine applied to state excise taxes. In the 
era during which the Supreme Court con- 
cluded that an excise tax levied against a 
contractor with the United States was vio- 
lative of the doctrine of intergovernmental 
immunities (Panhandle Oil Co. v. Mississippi, 
277 U. S. 218 (1928); Graves v. Texas Co., 
298 U. S. 393 (1936)), it had been similarly 
held that a Maryland statute requiring per- 
sons operating motor trucks on highways to 
submit to an examination to determine com- 
petence to drive could not constitutionally 
be applied to an employee of the Post Office 
Department of the United States. The 
Court held that “such a requirement does 
not merely touch the Governrient servants 
remotely by a general rule of conduct; it lays 
hold of them in their specific attempt to obey 
orders and requires qualifications in addi- 
tion to those that the Government has pro- 
nounced sufficient.” (Johnson v. Maryland, 
254 U. S. 51, 57 (1920).) As encroachments 
on the decision in Panhandle Oil Co. v. Mis- 
sissippi proceeded (Alward v. Johnson, 282 
U. S. 509 (1931); Trinity Farm Construction 
Co. v. Grosjean, 291 U. S. 466 (1934); James 

Dravo Contracting Co., 302 U. S. 134 
(1937)), until the principle was specifically 
overruled (Alabama v. King & Boozer, 314 
U.S. 1 (1941)), the area of intergovernmental 
immunity from regulation was being equally 
restricted where applied to contractors with 
the United States. It was held that a con- 
tractor constructing a building for the 
United States on a federal enclave was sub- 
ject to a state statute prescribing safety 
measures in construction (Stewart & Co. v. 
Sadrakula, 309 U. S. 94 (1940); cf. United 
States v. City of Chester, 51 F. Supp. 573 
(E. D. Pa. 1943)), and that a state statute 
establishing minimum prices for dairy prod- 
ucts was applicable to a contractor selling 
such products to the armed forces of the 
United States (Penn Dairies v. Milk Control 
Comm., 318 U. S. 261 (1943)). The doctrines 
are similar in that where “governmental ac- 
tion is carried’ on by the United States itself 
and Congress does not affirmatively declare 
its instrumentalities or property subject to 
regulation or taxation, the inherent freedom 
continues.” (Mayo v. United States, 319 U. S. 
441, 448.) 


While the area of intergovernmental im- 
munity under each doctrine has been sim- 
ilarly restricted with respect to contractors 
with the United States, the basic consid- 
erations in determining immunity in each 
case are obviously different. As pointed 
out, supra, notes 32-36, and text, the basic de- 
termination in the tax cases relates to 
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whether the legal incidence of the tax is 
upon the United States. Although the 
cases are far from clear, it appears that the 
basic question in regulation cases is a deter- 
mination of the circumstances under which 
a regulation of the contractor is also a regu- 
lation of the United States. For example, 
if a contractor with the United States is 
obligated by his contract to construct a 
building of designated height under direc- 
tion of the United States and a local regula- 
tion is invoked to prohibit the erection of a 
building of such height, the regulation would 
be of doubtful validity; on the other hand, as 
was held in the Sadrakula case, supra, a re- 
quirement as to the contractor’s method of 
construction, at least so far as controlled by 
the contractor, may be considered valid. Cf. 
Smith, “The Navy Guards Its Tax Dollars 
Too” (1945) 23 Taxes 141, 143. 


Limitations on Procedures for Disposition 
of Personal Property. Where a state or local 
taxing statute is such that, under the pre- 
ceding paragraphs, it may be said that the 
legal incidence of the tax is on the vendee, 
any transfer of title to termination inventory 
or other property from a contractor to the 
United States is immune from tax. If, under 
the preceding paragraphs, the tax is deter- 
mined to be on the vendor (subject to the 
usual statutory provisions that sales for the 
purpose of resale are exempt), no current 
principles of intergovernmental immunity 
appear to deny the validity of the exaction as 
applied to transfers by the contractor to 
the United States. 


Where sales of surplus personal property 
are made by the United States, and the state 
or local taxing statute is such that, under 
the preceding paragraphs, it may be said 
that the legal incidence of the tax is on the 
vendor, the tax clearly appears to be di- 
rected against the United States and to be 
violative of the doctrine of intergovern- 
mental immunities as currently enunciated. 
But if the incidence of such a tax is on the 
vendee (the vendor acting merely as a col- 
lecting agent for the taxing body), the ques- 
tion then arises as to whether the United 
States, as vendor, may constitutionally be 
required to collect the tax from the vendee 
where sales are made in which title of the 
United States is transferred. This problem 
may be important from the standpoint of* 
dollar valuation since prices paid for ma- 
terials by potential vendees will be increased 
or decreased to the extent that state excise 
taxes may or may not be applicable to their 
respective purchases. Undoubtedly, Con- 
gress could pass legislation protecting its 
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«lisposal agencies from the burden of collec- 
tion and remittance of such taxes.” 


Where an instrumentality of the United 
States is privately operated for profit, a state 
has been authorized to require collection of 
taxes.” However, even in the absence of 
immunizing legislation, governmental action 
carried on by the United States itself seems 
clearly to be immune from state taxation, 
regulation, or control, including any re- 
quirement that the United States act as a 


tax-collecting agent for state or local taxing 
Regal 
units.” 


In many cases the practical effect of the 
immunity will be limited since commercial 
channels of distribution will be used in dis- 
posal of surplus properties,* although some 
sales directly to consumers have been made, 
especially in cases of single items of high 
value, and others may be expected to follow. 
See testimony of William Clayton, Surplus 
War Property Administrator, Hearings be- 
fore Special Committee on Post-War Eco- 
nomic Policy and Planning Pursuant to H. Res. 
408, 78th Cong., 2d Sess. (1944) 53. Sales 
by the United States to distributors normal- 
ly would not be taxed inasmuch as sales 
tax statutes specifically exempt sales for resale 
purposes. Where no statutory exemption 
from occupational, gross income, or gross 
sales taxes exists respecting materials pur- 
chased for resale,“ however, the desirability 
of minimizing the total number of transfers 
is obvious, since each transfer following the 
original transfer from the United States is 
a taxable event. 


Although it therefore may be said that 
sales made by agencies of the United States 





4” See cases cited supra, note 22. 
41 Colorado National Bank v. 


Bedford, 310 
U. S. 41 (1940). Cf., as to emphasis on lack of 
immunity of a private enterprise for profit. 


Clallam County v. United States. 263 U. S. 341 
(1923). 

#2 See discussion respecting regulation, supra, 
and cases cited. especially Mayo v. United 
States, 319 U, S. 441 (1943); Johnson v. Mary- 
land, 254 U. S. 51 (1920). See also Prigg v. 
Pennsylvania, 16 Pet. 579 (U. S. 1847); Ken- 
tucky v. Dennison, 24 How. 66 (U. S. 1860): 
Waite v. Dowley, 94 U. S. 527 (1876): Ex Parte 
Siebald, 100 U. S. 371 (1879); Corwin, ‘‘Na- 
tional-State Cooperation—lIts Present Possibili- 
ties’’ (1937), 26 Yale L. J. 579; Plumb, ‘‘May 
the States Be Required to Assist in the Collec- 
tion of Federal Taxes on Their Employees?’’ 
(1942), 30 Georgia L. J. 534. 

8 See Surplus Property Act § 2(n). 

44 A number of states impose such taxes: Ark. 
Stat. (Pope, 1937) § 14093; Ind. Stat. Ann. 
(Burns & Watson, 1943) §§ 64-2601 et seq.; Miss. 
Code Ann. (1942) §§ 10103 et seq. New York City 
Adm. Code (Chanler, Supp. 1942) c. 41, tit. RR; 
Wash. Rev. Stat. (Remington, Supp, 1940) 
§$ 8370.4-8370.15: W. Va. Code (Michie, Sublett 
& Stedman, 1943) §§ 959 et seq. 
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(such as the Department of Agriculture or 
the Reconstruction Finance Corporation) 
are exempt from taxation, a sale of con- 
tractor-owned property clearly does not 
partake of the immunity of the United 
States.” Even where a fixed price contractor 
is acting in the interest of the United States 
in selling his termination inventory and de- 
ducting the proceeds of the sale from his 
claim for termination benefits, it seems 
proper to assume that the interest of the 
Government is so remote that no claim for 
immunity could be asserted by the con- 
tractor. 


If title to the property is re-transferred to 
the contractor by the United States, it is 
equally clear that any subsequent sale of 
the property purchased by him will not be 
immune from taxation. But where the con- 
tractor disposes of termination inventory to 
which title is held by the United States, 
the transfer is clearly made by the contrac- 
tor as agent for the United States; for 
the contractor has no personal interest in 
the disposition of the property except in 
discharge of a contractual requirement of 
cooperation with the United States. The 
situation differs materially from that con- 
sidered in Alabama v. King & Boozer® in 
which it was held that a contractor was not 
a purchasing agent of the United States in 
performing services under a_ cost-plus-a- 
fixed-fee contract inasmuch as the contractor 
had no power to pledge the credit of the 
United States and that the United States 
was not obligated to pay the purchase price. 


In summary, it appears clear that a sale 
of personal property by the United States 
directly, whether acting through a contrac- 
tor, an owning agency, or a disposal agency, 
is not subject to state and local sales and 
occupational taxes. The tax cannot be laid 
directly on the United States as a vendor; 
and, where the legal incidence of the tax is 
considered to be upon the vendee, the Fed- 
eral Government cannot be required to col- 
lect and remit the tax. 


Where a_ cost-plus-a-fixed-fee contract 
exists between the contractor and the United 
States, the situation is equally clear. In 
such cases title to the property has usually 
been vested in the United States (as was 
the case in Alabama v. King & Boozer) and 
where the contractor transfers property, 
title to which is held by the United States, 
he obviously could act only as agent for 
the United States. In such a case, the 
sale is clearly immune from sales and sim- 





45 See note 30, supra. 
#314 U. S. 1 (1941). 
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ilar taxes. No tax immunity however, may 
be anticipated as to sales by the contractor 
to third parties where title to the property is 
in the contractor, for it is clear that the 
mere existence of the agency relationship 
between the United States and a cost-plus- 
a-fixed-fee contractor does not cloak the 
contractor with the immunity of the United 
States.“ Sale of contractor-owned termina- 
tion inventory by a cost-plus-a-fixed-fee 
contractor to the United States will, of 
course, be subject to taxation to the same 
extent as similar sales by a fixed price con- 
tractor. 


Disposition of Surplus Property: 
State and Local Use Taxes 


Application of the use tax is important 
to the disposition of surplus property when 
an owning or disposal agency transfers 
property while retaining the title or bene- 
ficial interest; this is the case, for example, 
under the usual contract of sale, a condi- 
tional sale, or a lease of personal property.* 
Although it has been held that persons using 
property in the discharge of contractual ob- 
ligations are not exempt from application 
of a use tax because the contract is with 
the United States,® it has not been specif- 
ically decided whether a tax on the use of 
property owned by the United States ® con- 
travenes the doctrine of intergovernmental 
immunities. The recent case of United States 
v. Allegheny County.” is, however, signif- 
icant. There Allegheny County tax officials 
assessed a property tax on real property 
owned by a contractor with the United 





47 Ibid. 

Section 15(a) of the Act provides that 
“Whenever any Government agency is author- 
ized to dispose of property under this Act, then 
the agency may dispose of such property by 
sale, exchange, lease or transfer, for cash, credit 
or other property, with or without warranty, 
and upon such other terms and conditions as 
the agency deems proper.’’ 

4 Curry v. United States, 314 U. S. 14 (1941). 
The decision was based on an assumption that 
the contractors would have been subject to the 
tax under state law but for the asserted immu- 
nity arising from their contract with the United 
States. The Court held that the contractors 
were neither exempt nor immune from the tax 
as agents of the United States. The question 
of whether the materials subjected to tax were 
owned by the contractor or the United States 
was not at issue in that case. 

5° Examples of cases where states have ex- 
tended use taxes to cases where property is 
used by residents of a state, even though title 
rests in a nonresident, include: Wash. Rev. 
Stat. (Remington, Supp. 1940) § 8370-32; New 
York City Laws 1940, Local Law No, 82; Kan- 
sas State Commission of Revenue and Taxation, 
Articles and Rulings 1940, Rule 46. 

In any event, where the term ‘“‘use’’ is defined 
by statute to include the exercise of any inci- 
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States, measuring the value of the property 
taxed by the total value of the premises in- 
cluding machinery thereon owned by the 
United States. The Court held that the value 
of the interest of the United States could 
not be included in the measure of the tax 
base. By analogy it might be anticipated 
that a contractor cannot be subjected to a 
use tax to the extent that an interest of the 
United States is included in the measure 
of the tax. A judicial differentiation be- 
tween use and property taxes for the pur- 
poses of applying the doctrine of immunities 
would appear to be justified by neither logic 
nor expedience: in neither case is an attempt 
made to tax the possessor merely on the 
value of his possession; rather the tax is 
measured by the value of the property, in- 
cluding interests therein owned by the 
United States. The language of the Court 
in the Allegheny County case appears equally 
applicable in either case: “We discern little 
theoretical difference, and no practical dif- 
ference at all between what was done and 
what would be done if the machinery were 
taxed in form.” * 

Such a conclusion is supported by the 
fact that the use taxes here considered ac- 
tually impose a tax on the property of the 
United States whether denominated an “ex- 
cise” or a “property” tax. The basic deter- 
mination to be made in ascertaining whether 
a tax is actually levied upon property is to 
analyze the “bundle of rights” comprising 
all the incidents of ownership.™ It is clear 
that taxes on certain specific incidents of 
ownership are not taxes on the property 
itself;* but a tax which is imposed upon the 


dents of ownership over personal property, a 
taxable event obviously arises by mere posses- 
sion of the property by a lessee, regardless of 
whether legal title to the property is held by a 
non-resident. The term is so defined in many 
jurisdictions. Calif. Rev. & Taxation Code 
(Deering, 1944) § 6009; Iowa Code _ (1939) 
§ 6943.102(1); La. Laws 1944, Act No. 57, $ 2(h); 
Miss. Taws 1942, H. B. 719, §2; N. C. Gen. 
Rev. Act (1939) art. XI, § 801(b); N. M. Stat. 
Ann. (1941) § 76-1502(b); Ohio Gen. Code Ann. 
(Page, 1937), § 5546-25; Okla. Stat. (1941) tit. 
68. § 1310(h); Wash. Rev. Stat. (Remington, 
Supp. 1940) § 8370-35(b). 

51 322 U. S. 174, 187-8 (1944). 

52 322 U. S. 174. 185 (1944). It may be noted 
that here, in distinction to the Curry case, 314 
U. S. 14 (1941), the question of ownership of 
the property taxed was a basic issue in the case. 

583 Henneford v.. Silas Mason Co., 300 U. S. 
577, 582 (1937); Bromley v. McCaughn, 280 
U. S. 124, 136 (1929); Dawson v. Kentucky Dis- 
tillers & Warehouse Co., 255 U. S. 288, 294 
(1921). 

5§ Gregg Dyeing Co. v. Query, 286 U. S, 472 
(1932); Nashville C. é& St. L. Ry. v, Wallace, 
288 U. S. 249 (1933); Billings v. United States, 
232 U. S. 261 (1914); Bowman v. Continental Oil 
Co., 256 U. S. 642 (1921). 
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exercise of any of the incidents of owner- 
ship is obviously directed to the entire 
“bundle of rights,” and has repeatedly been 
classified as a tax upon the property itself.* 
In general, the so-called “use” taxes under 
consideration are taxes of the latter kind: 
they are not merely taxes upon utilization 
or consumption of property, but operate 
upon the exercise of any of the incidents of 


ownership over the property by the person 
taxed.® 


The use taxes in question may also be con- 
sidered taxes on property under the accepted 
doctrine that a tax falling upon an owner 
of property merely because he is the owner 
is a tax on property.” In the cases here 
considered the tax falls on the taxpayer 
(whether he be the person holding legal 
title or one designated by statute as owner 
because exercising the incidents of owner- 
ship) simply because he exercises a right 
which accrues to him as owner, even if such 
a right be no more than mere possession of 
property within the taxing jurisdiction.® 
Thus it appears that mere ownership is the 








occasion for the tax and that the tax is in 
fact upon the property of the United States. 


Intergovernmental Immunities and 
Procedures for Disposition of 
Real Property 


It is well established that the immunity 
of real property from taxation ceases as soon 
as title to the property passes from the 
United States,” notwithstanding that the 
United States retains a beneficial interest or 
right of reversion.” It is equally clear that 
where the United States has legal title to 
real property, and no other party has an 
interest therein, such property is not subject 
to taxation by state and local taxing juris- 
dictions.” 


Pursuant to the requirement of the Act 
that monopolistic practices should be dis- 
couraged,” federally-owned real estate, or 
interests therein, may be transferred with 
reservation of title in the United States as a 
means of control over use of the property.® 
This is particularly anticipated in industries, 





5 See cases cited supra note 53. The result 
is further supported by a determination that a 
tax on the right of withdrawal of whiskey from 
storage is a tax on the whiskey itself. Dawson 
v, Kentucky Distillers &€ Warehouse Co., 255 
U. S. 288 (1921). Where some use taxes have 
been attacked as violative of state constitutional 
restrictions relating to ad valorem property 
taxes, state courts have, however, sustained the 
levies. Douglas Aircraft Co., Inc. v. Johnson, 
13 Cal. (2d) 545, 90 P. (2d) 572 (1939): Na- 
tional Linen Service Corp. v. State Tax Com- 
mission, 237 Ala. 360, 186 So. 478 (1939); Banner 
Laundering Co. v. Grundy, 297 Mich. 419, 298 
N. W. 73 (1941); Spokane v, State, 198 Wash. 
682, 89 P. (2d) 826 (1939). The Douglas de- 
cision was reached on the ground that the use 
tax there in question was unlike standard prop- 
erty taxes in that it did not bear some of the 
historic attributes of such taxes: ‘‘It does not 
apply to the use of property to be resold. It 
does not recur annually, but falls due only once. 
It is not imposed on a fixed day although it is 
imposed quarterly .. .’’ Jd. at 572. It should 
be noted that the foregoing distinctions were 
rejected by the United States Supreme Court 
in considering constitutional limitations affect- 
ing state taxation of materials in interstate 
commerce. Henneford v. Silas Mason Co., 300 
U. S. 577, 582 (1937). These formal distinctions 
seem to be equally inapplicable in determining 
whether a state or local tax on (or measured 
by) property owned by the United States is 
violative of the doctrine of intergovernmental 
immunity from taxation. 


5 See statutes cited supra note 50. 

3 Bromley v, McCaughn, 280 U. S. 124, 137 
(1929); Dawson v. Kentucky Distillers € Ware- 
house Co., 255 U. S. 288, 294 (1921). 

38 As indicated supra note 55, some state 
courts have, however, held that state use taxes 


are not ad valorem property taxes within con- 
stitutional restrictions. 
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39 Deffeback v. Hawke, 115 U. S. 392 (1885); 
Tucker v. Ferguson, 22 Wall. 527 (U. S. 1874); 


Witherspoon v. Duncan, 4 Wall. 210 (U. S. 
1866); Carroll v. Safford, 3 How, 441 (U. S. 
1845). 

® Baltimore Shipbuilding Co. v. Baltimore, 
195 U. S. 375, 382 (1904), in which title to the 
property was held by the transferee, where it 
was said: ‘‘It would be a very harsh doctrine 


that would deny the right of the states to tax 
lands because of a mere possibility that they 
might lapse to the United States.’’ See People 
ex rel. Donner Union Coke Corp. v. Burke, 204 
App. Div. 557, 198 N. Y. Supp. 601 (4th Dep’t 
1923), citing Wisconsin Railroad Co. v. Price 
County, 133 U. S. 496, 507 (1890), to establish 
that even where title had been transferred from 
the United States to the taxpayer the property 
could not be taxed so long as the United States 
held a present interest therein, and distinguish- 
ing the cited case because there the interest 
of the United States in the property was remote, 
arising only out of a condition. subsequent, 
breach of which would vest title in the United 
States. 

61The principle follows as a matter of course 
from McCulloch v. Maryland, 4 Wheat. 316 
(1819), and was vigorously asserted in Van 
Brocklin v. Tennessee, 117 U. S. 151 (1886), 
in which many earlier decisions of state and 
federal courts were cited. The principle has 
often been reaffirmed. United States v. Alle- 
gheny County, 322 U. S. 174 (1944); Mullen 
Benevolent Corp. v. United States, 290 U. S. 89 
(1933); City of New Brunswick v. United States, 
276 U. S. 547 (1928); Lee v. Osceola Improve- 
ment Dist., 268 U. S. 643 (1925); Clallam County 
v. United States, 263 U. S. 341 (1923); Irwin v. 
Wright, 258 U. S. 219 (1922); Wisconsin R. R. 
v. Price County, 133 U. S. 496 (1890). 

62 Surplus Property Act § 2. 

6 Under § 15(a) of the Act disposition of real 
property of the United States may be consum- 
mated upon such terms and conditions as the 
disposal agency deems proper. 
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such as aluminum and synthetic rubber, 
where the major portion of plant facilities 
jare owned by the United States. Retention 
of title by the United States as a means of 
insuring payment of the purchase price by 
vendees of doubtful solvency may also be 
anticipated as a matter of business practice. 


The taxability of such property depends 
upon the nature of the title reserved by the 
United States. As long as the United States 
has only bare legal title, all beneficial inter- 
ests being held by a transferee in possession, 
the transferee has what is described as equi- 
table “title’ and the whole value of the 
property is taxable to him.“ The cases, 
however, do not satisfactorily decide what 
nature or volume of beneficial interest is 
necessary to establish equitable “title” so 
as to subject a private person in possession 
to a tax on the property. 




















For example, immunity from taxation has 
been denied where, under land patent proce- 
dures, nothing remained to be done to per- 
fect the claim (to title) of an entryman 
having beneficial use of the property to the 
exclusion of the United States;® nor has 
immunity been granted where a railroad’s 
right to a patent on public lands was com- 
plete, although the patent had not been 
issued. In the same way the right of a 
discoverer of minerals has been held to be 
taxable property even though title to the 
land was in the United States.” 












“City of New Brunswick v. United States, 
276 U. S. 547 (1928); Union Oil Co. v. Smith, 
249 U. S. 337 (1919); Bothwell v. Bingham 
County, 237 U. S, 642 (1915); Sargent v. Her- 
rick, 221 U. S. 404 (1911); Hlder v. Wood, 208 
U. S. 226 (1908); Hussman v. Durham, 165 
U. S. 144 (1897); Winona & St. Peter Land Co. 
v. Minnesota, 159 U. S. 526 (1895); Wisconsin 
R. R, v. Price County, 133 U. S. 496 (1890); 
Northern Pacific R. R, v. Traill County, 115 
U. S. 600 (1885); Forbes v. Gracey, 94 U. S. 
762 (1876); Tucker v. Ferguson, 22 Wall. 527 
(U. S. 1874); Railroad Co. v. McShane, 22 Wall. 
444 (U. S. 1874); Railway Co. v. Prescott, 16 
Wall, 603 (U. S. 1872); Witherspoon v, Duncan, 
4 Wall. 210 (U. S. 1866); Carroll v. Safford, 
3 How. 441 (U.S. 1845). 


6 Bothwell v. Bingham County, 237 U. S. 642 


(1915); Sargent v. Herrick, 221 U. S. 404 (1911): 
Wisconsin R. R. v. Price County, 133 U, S. 496 








































(1890); Deffeback v. Hawke, 115 U. S. 392 
(1885); Witherspoon v. Duncan, 4 Wall. 210 
(U. S. 1866); Carroll v. Safford, 3 How. 441 
(U. S. 1845). 


6 Railway Co. v. McShane, 22 Wall. 444 (U. S. 
1874); Railway Co, v. Prescott, 16 Wall. 603 
(U. S. 1872). Reference has also been made 
to the rule in cases involving express Congres- 
sional permission to tax. Northern Pacific Ry. 












R. R. v. Traill County, 115 U. S. 600 (1885). 

8 Union Oil Co. v. Smith, 249 U. S. 337 (1919); 
Elder v. Wood, 208 U. S, 226 (1908); Forbes v. 
Gracey, 94 U. S. 762 (1876). 








Intergovernmental Tax Immunities 


v. Myers, 172 U. S. 589 (1899); Northern Pacific 


Conversely, it has been held that where 
a private party in possession had not com- 
pleted payments to the United States for 
improvements on reclaimed property to 
which the United States had title, the prop- 
erty was not subject to taxation under the 
theory that the private person had equi- 
table “title.”"* Nor is the transferee of ter- 
minable leasehold interests a holder of 
equitable “title."® And where payments 
were made under an option to purchase 
property from the government, it was held 
that the property was not taxable to the 
vendee until he was entitled to receive a 
deed from the United States, at which time 
it was said equitable “title” passed to him.” 


Section 22 (j) of the Senate bill on surplus 
property disposal (S. 2065) provided that 
property might be taxed after a purchaser 
took possession thereof, notwithstanding 
that title still remained in the United States, 
but that, in the event of reversion of all 
interests to the United States prior to pas- 
sage of title, all liens for taxes should be 
extinguished. This section was eliminated 
when the bill was returned with approval of 
House and Senate conferees.” It thus ap- 
pears reasonable to conclude that, at least in 
transfers of real property where title as well 
as a beneficial interest in property remains 
in the United States, Congress intended that 
the property might not be taxed as such, and 
such an intention is obviously controlling. 


S Irwin v. Wright, 258 U. S. 219, 229, 232 
(1922): ‘‘Moreover, the confusion caused in 
the past by the taxation, when specifically per- 
mitted, of indefinite and inchoate interests of 
the beneficiaries of government land grants, 
should prevent an inference of the congressional 
intention to depart from the rule requiring an 
equitable title in the entryman before state tax- 
ation, unless a purpose to permit earlier tax- 
ation is express or strongly implied .. .”’ 


® United States v. Allegheny County, 322 U. S. 
174, 186-7 (1944): 

‘‘Mesta has some legal and beneficial interest 
in this property. It is a bailee for mutual 
benefit. Whether such a right of possession and 
use in view of all the circumstances could be 
taxed by appropriate proceedings we do not 
decide. Its leasehold interest is subject to some 
qualification of the right to use the property 
except for gun manufacture, is limited to the 
period it engages in such work, and is perhaps 
burdened by other contractual conditions. We 
have held that where private interests in prop- 
erty were so preponderant that all the Govern- 
ment held was a naked title and a nominal 
interest, the whole value was taxable to the 
equitable owner. Northern Pacific R, Co. v. 
Myers, 172 U. S. 589; New Brunswick v. United 
States, 276 U. S. 547. But that is not the situa- 
tion here, and the State has made no effort to 
segregate Mesta’s interest and tax it.’”’ 


7 Baltimore Shipbuilding Co. v. Baltimore, 
195 U. S. 375 (1904). 


7190 Cong. Rec., Sept. 19, 1944, at 8013. 
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See note 24, supra. Even in the absence of 
the legislative history of the Act the cases 
seem, to establish that no equitable “title” 
is held by one whose interest in the property 
is subject to an obligation for payment of 
moneys to, or reservation of control over 
the property by, the United States. 


Some current statutes, however, purport 
to tax the interest of a taxpayer in real prop- 
erty, as separate and distinct from the real 
property itself.” It is clear from United 
States v. Allegheny County that where the 
United States has legal title plus a portion 
of the beneficial interest, the value of the 
Government’s interest may not be used in 
the measure of the tax to be paid by the 
private person holding the remainder of the 
beneficial interest. The question of whether 
the beneficial interest of a private person in 
realty may be taxed by state and local taxing 
units when the United States holds title to 
the property was expressly reserved in that 
case. It is established, however, that where 
the United States has a right of reversion 
for breach of contract, or holds a limited 
right of user, power to foreclose a tax lien 
against the private person in possession is 
not such a potential interference with the 
United States as to nullify the application of 
a tax.“ This reasoning may be applied to 
sales of surplus property where title is re- 
tained by the United States simply to insure 
payment of the purchase price. 


It is doubtful, therefore, that the interest 
of a private person in possession is immune 
from taxation where the only interest of the 
United States in real property is a right to 
payment under a contract for sale secured 
by retention of title. This conclusion is 
supported by the general trend of recent 
decisions restricting intergovernmental im- 
munities.” On the other hand, where the 
United States, for reasons of national policy, 
retains extensive control of the operations 
of a private person in possession of federally- 
owned property, the validity of state and 
local taxes is more doubtful. 


Other tax problems may well impede dis- 
position of real property by the United 
States. The statutory waiver of the im- 
munity of the Reconstruction Finance Cor- 
poration may raise a problem when that 





72H. g., Calif. Rev, and Taxation Code (Deer- 
ing, 1944) §§ 103, 104; Mass. General Laws (Ter. 
ed. 1932) c. 59, § 11. 

™3 United States v. Allegheny County, 322 U.S. 
174 (1944). 

™% Baltimore Shipbuilding Co. v. Baltimore, 
195 U. S. 375 (1904); cf. United States v. Rick- 
ert, 188 U. S. 432, 438 (1903). 

™% See note 20 supra, 
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corporation acts as a disposal agency for 






























































United 
realty owned by an agency exempt from abet 
tax. However, since there is no provision in c | 
the Act for passage of title from the owning | “(1) 
to the disposal agency, and since the benefits | of inte 
of sale do not accrue to the disposal }| Unitec 
agency,” it seems clear that the Reconstruc- } fied d 
tion Finance Corporation acts in such cases } author 
only as agent in the sale of surplus real | and cr 
property. Hence, any title or interest re- | of the 
served to the United States in such trans- | (tnder 
fers is retained by the owning agencies | iat 
rather than by the disposal agency and is | {or an 
probably exempt from taxation in spite of | .ontra 
the waiver of immunity of the Reconstruc- | ctate . 
tion Finance Corporation. by the 
Contract Termination Procedures: Com 
Intangible Taxes me 

Problems concerning the imposition of } erally 
ad valorem taxes measured by moneys owed } doctri 
or advanced to contractors by the United } sentat 
States may become increasingly important. | officia 
Substantial sums will be owing to the con- 
tractors by the United States as a result of "Id 








contract terminations. In such cases con- 
tractors may obtain loans, guaranteed in 
part by the United States, on the basis of 
their termination claims. Consequently they 
may, for indefinite periods of time, hold 
credits for sums owed to them by the United 
States at the same time owing a substan- 
tially equal sum of money to public or 
private financing organizations for moneys 
borrowed. 

































































The immunity of such credits from taxa- 
tion by state and local jurisdictions there- 
fore becomes important. With respect to 
subcontractors, the Act contemplates that 
primary liability for payment shall rest upon 
the prime contractor and not upon the 
United States; in such an event the question 
of taxability of the claim against the United 
States will not arise with respect to the 
subcontractor unless the United States has 
specifically undertaken to discharge his 
claim.” 




































































The power of a state to assess property 
taxes against private parties, measured by 
the value of open accounts owed to them by 
the United States, was supported by the 
United States Supreme Court in Smith v. 
Davis.* In that case the Court upheld the 
power of a state to impose such taxes, 
limiting the immunity from taxation of 
obligations owed to private parties by the 






















































7 Surplus Property Act § 30 

7 As authorized by Pub. L. 395, 78th Cong., 
2d Sess. (1944) § 8(d). 

78 323 U.S. 111 (1944). 
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United States to cases in which the credit 
instrument was characterized by: 


“(1) written documents, (2) the bearing 
of interest, (3) a binding promise by the 
United States to pay specified sums at speci- 
fied dates and (4) specific Congressional 
authorization, which also pledged the faith 
and credit of the United States in support 
of the promise to pay.” ® 


Under these circumstances it seems obvious 
that mere claims against the United States 
for amounts due the claimant by reason of 
contract termination would be subject to 
state and local property taxation measured 
by the value of the claims. 


Conclusion 


An understanding of tax liability gen- 
erally, and of the scope of the immunities 
doctrine in particular, by government repre- 
sentatives, contractors, state and local tax 
officials and consumers is a basic element in 





Wie. ae 15. 


APPOINTMENTS CONFIRMED 


Executive nominations confirmed by the Senate February 6 (legislative day of 


facilitating prompt and effective disposition 
of surplus property and termination of con- 
tracts. Further, a determination of what 
procedures in contract termination and prop- 
erty disposition will best serve the national 
interest from a tax standpoint can obviously 
be made only after analysis of the impact 
of the immunities doctrine on procedures 
under study. For example, it is of obvious 
importance, in determining whether the 
United States should collect sales and use 
taxes for the states, to know that legal re- 
sponsibility for such collection cannot be 
imposed by the states or disposal agencies 
and that, while sales of termination in- 
ventory by a contractor to private persons 
are taxable where the property is owned 
by him, the same transaction is tax exempt 
where property is owned by the United 
States. It is hoped that the foregoing dis- 
cussion may serve to crystallize the scope 
of the immunities doctrine in these and 
similar problems incidental to contract ter- 
mination and disposition of surplus property. 


[The End] 


January 18), 1946 


Fred M. Vinson to be United States Governor of the International Monetary 
Fund and United States Governor of the International Bank for Reconstruction 


and Development for a term of five years. 


William L. Clayton to be United States Alternate Governor of the Inter- 
national Monetary Fund and United States Alternate Governor of the Interna- 
tional Bank for Reconstruction and Development for a term of five years. 


Harry D. White to be United States Executive Director of the International 
Monetary Fund for a term of two years and until his successor has been 


appointed. 


Emilio G. Collado to be United States Executive Director of the Interna- 
tional Bank for Reconstruction and Development for a term of two years and 


Intergovernmental Tax Immunities 


until his successor has been appointed.—Congressional Record, Feb., 1946. 
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An Atom Can Be Split: Why Not an allowed only to the extent of the gains from | (Mitch 
Apartment? Fair value of “living quarters such transactions. Januar 
furnished to employees for the con- The 
venience of the employer” can be eliminated — . ae 
from taxable income. The Board of Tax Determination of Rights, but generally it the 
Appeals restricted the application of that "0t creation of rights, is the province of }ot whi 
rule to services furnished solely for the con- the courts. avi uM 
venience of the employer (Kitchen, 11 BTA When a beneficiary of a testamentary ain 
855 [CCH Dec. 3888]). trust brought action for the construction of} In t 
Wau dhe Tex Geeet ten aeeieeied tte a will, in order to establish her right to one-}the d 
Kitchen case. Even if services are in part sixth of the trust income rather than one-}were | 
for the convenience of the employee, the eighth as others asserted, the courts could} amout 
rental value of that part attributable to em- determine only what was or was not al-} had b 
ployer’s convenience may be eliminated from ready in existence. —— 
income (Ellis v. Commissioner, 6 TC — No. Had the court created a right (rather than [tv 
19, January 29, 1946 [CCH Dec. 14,949]). merely established that one already existed), | some 
The taxpayer will now have trouble de- attorney’s fees could not have been allowed capita 
termining which part of his kitchen is for = ey eee for the collection of} any el 
the convenience of his employer alee m The right existed, then, and the 
attorney’s services consisted of securing 
“collection of income.” (Tyler v. Commis-} Inc 
Consideration Paid for a Business should, sioner, 6 TC — 18, January 29, 1946 [CCH } Payer 
perhaps, be somewhat easier to split up, but Dec. 14,948]). years 
the Tax Court thought otherwise in the ly one 
Kavalaris case January 16, 1946 [CCH Dec. . were 
14,951 (M)]. — ie sss Ae the in- Echoes of the Black Tom Explosion! In not ¢ 
come from the sale of a restaurant and 1946, twenty-five years after this historic] some 
liquor business and ruled it ordinary gain blast, the taxpayer, an economist instru- | ‘depos 
because the sales price included considera- mental in the settlement of claims against } '@xpa 
tion for good will and a provision that the the German government before the Mixed lax | 
seller should not compete, and because the Claims Commission, received a compensa- f #!!0U 
court had no evidence before it enabling tion of some $168,000 for his services which} !!'¢ Y 
allocation of a sum to capital items. extended over a period of six years. 
He succeeded in having this income spread 
The Newest Profession recognized by tax over the years 1935 through 1940 under Sec- 
law is, believe it or not, that of gambling. tion 107 (a) of the code. While this scat- 
In Humphrey v. Commissioner, January 18, ¢ting of his 1941 income seemed a somewhat 
1946 [CCH Dec. 14,952(M)], the court de- logical consequence of an explosion, the tax- 
cided that if a gambler is dependent upon the payer was still unsatisfied. He wanted the 
success of his gambling ventures “for a liveli- parts allocated to 1936 and 1937 completely 
hood,” he is in effect engaged in a business vaporized as income because he was not a 
and may deduct the excess of gambling United States resident in those years. 
losses over gambling gains. The Tax Court did not agree with that view. 
But one who “indulges in games of chance Whether or not income is taxable is deter- 
for sport and recreation and without serious mined by the taxpayer’s residence in the year 
concern as to the financial results” cannot he received the income. “The recomputation 
do so. His deductions for such losses are of the tax for prior years is merely used 
292 March, 1946 @ TAX ES—The Tax Magazine | Tax 
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as a measure of the tax to be imposed in 
the taxable year.” 


Further, spreading of income would be 
impossible if it were considered construc- 
tively received in prior years. Under Sec- 


tion 107 (a) at least eighty per cent must be 
received or accrued in the taxable year. 


Divorce Settlements are usually arm’s- 
length transactions, made without donative 
intent and therefore not subject to gift tax 
(Mitchell v. Commissioner, 6 TC — No. 21, 
January 31, 1946 [CCH Dec. 14,954]). 


There might, however, be a “partial gift” 
if the settlement is considerably in excess 
ot what would be a reasonable legal claim 
for support. This may be deduced from 
the Mitchell case by implication. 


In that case all the factors important to 
the determination of the proper amount 
were considered; the husband’s income, the 
amount the wife would need to live as she 
had been living, and the amount of capital 
necessary to produce such annual income. 


[t was held that an outright settlement of 
some $36,000 plus a life interest in a trust 
capitalized at over $500,000, did not produce 
any element of a “partial gift.” 


Income Tax On Bribes or the Silent Tax- 
payer: A politician, over a period of several 
years made currency deposits of approximate- 
ly one million dollars. His income tax returns 
were silent on the subject. The source was 
not disclosed on his books. There was 
some evidence that at least a part of the 
deposits represented bribes accepted by the 
taxpayer while he was chairman of a State 
Tax Commission. The Tax Court held the 
amounts of the deposits taxable income in 
the years they were made (Malone v. Com- 


Tax Items 


missioner, December 17, 1945. CCH Dec. 
14,927 (M)) and also penalized the taxpayer 
for fraudulent returns. That illegal income 
is taxable has long been recognized. In 
addition, if the taxpayer fails to explain the 
source of property in his possession, it may 
be taxed as income. He has not the pro- 
tection of the Fifth Amendment against 
self-incrimination, at least not to the extent 
that he is exempt from filing a return or 
from disclosing the amount of his income 
(U. S. Supreme Court in the Sullivan case, 
274 U. S. 259 [1 ustc J 236]). He may re- 
fuse to indicate the source, if it means self- 
incrimination, but in doing so, he cannot 
complain against being taxed on what can 
assumed to be income. 


Labor Is a Merchandise, which has its 
market. This seems to be on the ground of 
the many—sometimes conflicting—decisions 
about the deductibility of “reasonable” 
salary. The Tax Court approved ofa salary 
which amounted to $136,000 a year in the 
case of John Miller Electric Co., Inc. v. Com- 
missioner (November 26, 1945, CCH Dec. 
14,857 (M)). It represented forty-five per 
cent of the corporation’s net income, and 
the recipient was the controlling stock- 
holder. That the Board of Directors fixed 
the percentage, was in itself probably not 
decisive. The Commissioner argued with 
some justification that the compensation 
was not fixed pursuant to “free bargaining.” 
But it was paid for a number of years before 
high excess profits tax rates could be ex- 
pected. And the value of the merchandise, 
called labor or skill or experience or all 
three combined, was established by a friendly 
competitor. His testimony that the tax- 
payer’s president was the “top-notch sales- 
man” for electrical contractors in the United 
States, tipped the scale in the taxpayer’s 


7 [The End] 


tavor, 





Our Cover: March 15 may be the end of 
struggling with books and personal records 
which the taxpayer wished he had kept on 
a current basis throughout the year. It may 
mean the end of the tax conferences with 
the accountant and the lawyer—for a few 
months at least. It may mean the end of 
night work and portend future Saturdays 
and Sundays with the family for many an 
accounting department. This is what the 
“15th day of March following the close of 
the calendar year” can mean for the tax- 
payer. But that harried citizen might take 
grim satisfaction in knowing that it is the 
beginning of a mountainous job for the 
3ureau of Internal Revenue. 


It is the beginning of the job of collecting 
some $40 to $43 billion dollars from approxi- 
mately 48 million individual taxpayers and 
thousands of corporations. It is the begin- 
ning of audits of towering stacks of returns, 
the checking and rechecking of millions of 
figures, and the perfecting of thousands of 
incorrectly executed tax returns. 


Responsibility for the smooth operation 
of the Bureau rests squarely on Commis- 
sioner Nunan and the assistants and deputies 
who aid him. Commissioner Nunan is rela- 
tively new at his job, to which he was trans- 
ferred on March 1, 1944. Our cover shows 
him surrounded by some of those assistants 
who are closest to him. They can be identi- 
fied by the illustration at the right, and 
many of them you will have seen in the 
past on our covers. The signatures of some 
of them appear on the answers you receive 
to your inquiries directed to the Bureau. 


The Commissioner: Appointment of a 
Commissioner of Internal Revenue, as a 
member of the Department of the Treasury, 
rests with the President (“by and with the 
advice and consent of the Senate”), the 
authority for which is found in Section 319 
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(in part), Revised Statutes, as modified by 
Section 1300 (in part), Revenue Act of 1918. 
This authority, however, is in the nature} 
of a revision of Acts dating as far back] 
as July 1, 1862, which provided that a Com-} 
missioner should head the Treasury Depart- 
ment’s Bureau of Internal Revenue, an 
agency that had expanded with the increased 
need for taxation that arose during the 
period of the Civil War. It is interesting 
to note that United States internal revenue 
itself, however, has a history which can be 
traced back to Alexander Hamilton’s fiscal 
policy of 1791 through 1802. Thereafter, 
until it became more permanently established 
during the Civil War, the need for expansion 
of the internal revenue plan is directly con- 
nected with additional federal expense rooted 
in the waging of war; for example, the finan- 
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sponsible for its increase from 1813 to 1817. | 


Carrying out the duties of Commissioner, 
in which it is provided he may be aided 
by assistant or deputy commissioners and 
an additional staff of technicians, consists 
in general superintendence of both the 
assessment and the collection of all taxes im- 
posed by any law providing internal revenue. 


Within the term “general superintendence” 
is included all the mass of detailed planning 
and work necessary for the efficient operation 
of a department. There is preparation as 
well as distribution of all the required in- 
structions, regulations, directions, forms, 
blanks, stamps, and other matters pertaining 
to the assessment and collection of internal 
revenue; there is the provision of hydro- 
meters, and proper and sufficient adhesive 
stamps, and stamps or dies for expressing 
and denoting the several stamp taxes, and 
the alteration and renewal or replacement of 
such stamps as occasion may require. Then, 
far from the least important of his duties 
is the preparation of an estimate in detail 
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fm wood, Assistant Commissioner of Internal Revenue, Number 4; Pau A. HANKINs, Assist- 

ant Commissioner of Internal Revenue, Number 6; T. C. ATKESON, Assistant to the 
Commissioner of Internal Revenue, Number 3; C. B. ALLEN, Deputy Commissioner of 
Internal Revenue in Charge of Income Tax Unit, Number 2; E. I. McLarney, Assistant 
‘wa Deputy Commissioner of Internal Revenue—Income Tax Unit, Number 1; Victor H. 
SELF, Deputy Commissioner of Internal Revenue, Accounts and Collections Unit, Number 
12; H. G. Nicuots, Head of Audit Division A (New York), Number 7; R. S. Gayton, 
Head Audit Division B (Connecticut, Maine, Massachusetts, New Hampshire, New 
Jersey, Pennsylvania, Rhode Island, Vermont), Number 8; JAMES W. WarNER, Head 
A Audit Division C (Alabama, Delaware, District of Columbia, Florida, Georgia, Kentucky, 
Maryland, Michigan, North Carolina, Ohio, South Carolina, Tennessee, Virginia, West 
Virginia), Number 10; L. M. Stmpson, Head Audit Division D (Colorado, Illinois, Min- 
nesota, Missouri, Nebraska, New Mexico, North Dakota, South Dakota, Wisconsin, 
Wyoming), Number 9; JAMEs W. Carter, Head Audit Division E (Alaska, Arizona, 
Arkansas, California, Hawaii, Idaho, Louisiana, Mississippi, Montana, Nevada, Oklahoma, 
Oregon, Texas, Utah, Washington), Number 11. 





d by 
1918. } 
ature | 


back 


[om | 
Dart- 
— 
-ased { 
the 
sting | 
enue 
n be 
iscal 
fter, 


ished 


sion 

con- 

oted | 

nan- | 

> re- | 

1817, 

ner, 
ided 
and 

sists 
the ; 
im- 

nue, 

nce” 


ning 
ution 


A as 
| in- 
rms, 
ning 
rnal 
dro- 
Sive 
sing 
and | 


it of 
hen, 
ities 
etail § : 
sine ; Washington Tax Talk 295 





of the expense, by collection districts, of 
the assessment and collection of internal 
revenue. Finally, the Commissioner is em- 
powered to detail personnel from the field 
service of the internal revenue service to 
duty with his Bureau in the District of 
Columbia, and upon completion of that duty, 
to any other designated post. 


As might be expected in a federal govern- 
ment which is based on a system of protective 
checks and balances, the Commissioner is 
not only granted certain authority in con- 
nection with the efficient execution of his 
duties, but he is with equal emphasis re- 


stricted to the precise method prescribed by 
statute. 


30th the expressed Opinions of the Attor- 
ney General, and decisions in various court 
findings, uphold this principle of restriction. 
For example, it has been handed down that 
the Commissioner of Internal Revenue can- 
not make regulations arbitrarily or unrea- 
sonably nor supply supposed omissions in 
a statute, although he does have the power 
to make regulations which make explicit 
what is general in the law, and to clear 
up uncertainty. 


A sigh of resignation - - - 
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Finally, it is stated that the Commissioner 
has no duty to create revenue, or to pro- 
mote transactions from which revenue will 
result, or to supervise the activities of private 
citizens, except to see that taxes are prop- 
erly assessed and collected. 


Three Problems: In the past five years 
the task of the Commissioner and the thou- 
sands of employees of the Bureau of Internal 
Revenue has been complicated by the fre- 
quency with which the law has changed, 
the changes themselves, and a manpower 
shortage. 


Since 1941 there have been seven sepa- 
rate acts affecting the collection of internal 
revenue. In addition to the Revenue Acts 
of 1941, 1942, and 1943, there were the 
Excess Profits Tax Amendments of 1941, 
the Current Tax Payment Act of 1943, the 
Individual Income Tax Act of 1944, and 
the Tax Adjustment Act of 1945. As each 
of these Acts became law (whether reducing 
individual income tax exemptions, or author- 
izing and later rescinding the collection of 


a “Victory Tax,” or specifying the method | 


of collection by withholding from salaries 
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and wages, etc.) the working methods of 
employees in the Bureau had to be read- 
justed accordingly. 








Among the changes that were the basis 


ol such widespread reorganization, the de- 


crease in the amount of personal credit 
allowed the individual for his personal ex- 
emption is the greatest single factor causing 
an increase in the number of individual 
returns filed. This change broadened the 
base of the income tax and increased the 
taxpayers from about 4 million in the years 
before the war to 40 million after the war— 
a twelvefold increase. Where a few years 
before there was only one return to check, 
sort, correct, and file away, there are now 
twelve. Where there were only a thousand 
returns to be stored in an allocated space, 
now there are twelve thousand. From 1940 
to 1945 the number of all types of tax 
returns filed increased from less than 20 
million to more than 80 million. When 
ready for storage, these return forms are 
sorted at the Bureau’s sorting mill and filed 
in boxes as shown below—about 6,500 to 
a box. It is estimated that something like 
36,000 boxes will be needed for this year’s 
sorting work. 


Furthermore, the withholding system 
inaugurated an entirely new method of col- 
lection and again necessitated new proce- 
dures and routines throughout the Bureau. 
Setting up the necessary operations for the 
determination of a refund—as a result of 
another innovation: the deliberate overpay- 
ment of tax and the automatic refund of 
the excess—and the mailing of that refund 
check to the individual were in themselves 
tasks of no small proportions. 


The aforementioned changes, lowever, 
highlight only those functions which are the 
particular concern of the collectors. But 
the enactment of an excess profits tax law 
placed a tremendous burden, also, on the 
agents and other personnel of the Bureau. 
Any taxman who has read the Bureau’s 
bulletin of Section 722 can immediately ap- 
preciate the painstaking research that was 
necessary to present this valuable declara- 
tion of policy for the guidance of the cor- 
poration. 


Then, the withholding provisions back- 
fired to the extent that the delay in getting 
refunds of overpayments of individual income 
taxes to the taxpayers cost the government 
$22 million in interest on overpayments for 


1943, and $17 million for 1944. 


It took nearly a year to complete the pay- 
ments for 1943, and seven months to mail 
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all the checks for the next year. This year, 
Commissioner Nunan plans to complete all 
refund payments close to the deadline set 
in the law. Interest, according to the law, 
must be paid at the rate of six per cent on 
all refunds due and unpaid after March. 
The saving in interest is estimated to be 
several millions of dollars, to say nothing of 
the saving in wear and tear on the millions 
of anxious taxpayers who worry and fret 
over the government’s slowness. 


The speed-up program has already been 
put into operation with the mailing of 27 
million dollars during January to 600,000 
taxpavers who paid their taxes and filed 
their income tax returns early. For, the 
‘earlier the return is filed, the more quickly 
the refund can be made. However, it will 
very likely be June before those who filed 
on the March 15 deadline can expect their 
refund checks, if any are due them. And, 
it must be noted that the most common 


6,500 forms - - - 36,000 boxes 



























































































































































































































































































































































reason for delay in refunding is the failure 
of the taxpayer to sign his withholding 
statement. 


Finally, at a time when the increase in 
departmental duties—both in scope and in 
volume—was rising at an unprecedented 
rate, the manpower shortage which struck 
at all American industry during the war 
years, was felt equally in the Bureau of In- 
ternal Revenue. The tremendous task to 
be accomplished lay in the hands not of an 
increased staff, but had to be done by a staff 
cepleted by the call to the services and 
essential war industries. 


Commissioner Nunan, however, is fully 
cognizant of the difficulties which face his 
department, and has set out to overcome 
them. Perhaps it is enough for the tax- 
payer, when he mails his return and utters 
a sigh of relief, to realize that somewhere 
else, an employee in the Bureau of Internal 
Revenue, as he picks up a similar envelope, 
also utters a sigh—of resignation. 


Moonshine: Although there is no sign of 
a trend which would indicate that the manu- 
facture of “corn liquor” is a thing of the 
past, the Alcohol Tax Unit of the Bureau 
of Internal Revenue has reported a decline 
in illicit distilling operations, as reflected by 
still and mash seizures. Then in what amounts 
to comment on the resourcefulness of certain 


Maybe somebody is getting a refund— 





of the American people, the report states 
that “the traditional moonshine states of 
the South witnessed fairly substantial substi- 
tution of cane syrup and homemade sorghum 
for scarce sugar, with operations continuing 
about as usual.” 


Fourteen of the Southern states contributed 
95 per cent of all the stills seized, 92 per 
cent of the mash seized, and 85 per cent 
of the persons arrested for liquor law vio- 
lations. 


New Section: The Clearing Division of 
the Income Tax Unit, in the Bureau of In- 
ternal Revenue, has established a new sec- 


tion, designated the Readjustment Section. } 


Three subsections will comprise the new 
organization. The first two are transferred 
from another section, and are the Post-War 
Refund Subsection and the Abnormality 
Claims Subsection. The third is entirely new, 
a Carry-Back and Amortization Adjustment 
Subsection. It has been established to ex- 


amine and dispose of applications for tenta- | 


tive carry-back adjustments, and applications 
for tentative adjustments with respect to 
amortization deductions filed under 
provisions of Section 124 of the Internal 
Revenue Code as amended by Section 7 of 
the Tax Adjustment Act of 1945. The new 
Readjustment Section will be directed by 
Mr. Edwin A. Fields. 


New Ruling: The Bureau of Internal 
Revenue has now modified its ruling (PS 
No. 55 January 9, 1946) that contributions 
to a profit-sharing trust made after the 


close of the taxable year could not be de-} 
ducted in the earlier year unless there was | 
a valid existing trust recognized as such | 


under local law. 
ments 


One of the usual require- 


ment could not be met until there was 
a contribution to the trust to establish the 
corpus. 


The new ruling (Mim. 5985, February 21, 
1946) provides that contributions to an em- 
ployees’ trust, to constitute allowable de- 
ductions, must be made pursuant to a plan 
in effect and to a valid existing trust which 
is recognized as such under the local law; 
and that this requirement will be deemed 
to have been complied with for taxable years 
ending on or before February 28, 1946, in 


the case of a taxpayer on the accrual basis, | 
if all requisites have been met on or before | 


the last day of the year of accrual except the 
furnishing of the trust corpus. [The End] 
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Gurreat Rooks 


ot lintorass 
in the Field of Taxation 


Che Ultra-Conservative Segment 
of Opinion 


Guideposts to a Free Economy—Harley 
|.. Lutz—McGraw-Hill, New York, 1945, 
3206 pages. $2.00. 


Readers of the Tax Review, issued monthly 
by the Tax Foundation, are already familiar 
with the collection of essays brought to- 
gether in this thin volume. Professor Lutz 
is the editor and sole contributor to this 
fax Foundation publication. 


Speaking loosely, one may say that these 
papers represent the ultra-conservative seg- 
ment of opinion in the field of government 
finance and government policy generally. 
Professor Lutz is scathing in his comments 
on official “guesses” at the national income 
p. 4); in his denunciation of progressive 
taxation, which he identifies as deliberately 
or unwittingly “an excellent device for the 
destruction of the private enterprise system 
and the inauguration of a socialist regime” 
(pp. 73-74); in his condemnation of “func- 
tional finance” (chap. 13); in his criticism 
of United States Treasury policy and re- 
search, which he does not distinguish (e. g., 
chap. 12); and in his attitude toward the 
federal social security policy. An example 
of the tone of the adverse comment on 
national tax policy is found on page 201: 
“A third direction from which the spirit 
of enterprise has been bombed, machine- 
gunned, and sprayed with poison gas has 
been the tax system.” In fact, the unwary 
reader will almost certainly gain the im- 
pression that the author is against every- 
thing in sight; certainly the pervasive atti- 
tude is adversely critical. 

However, there is a positive program in 
the Guideposts to a Free Economy summed 
up in the recommended “Simple Recipe for 
Prosperity”: “If you want to make a dollar 
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by any honest means you are free to try, 
and if you succeed you may keep it” (chap. 
20). To get a national policy implementing 
the simple recipe, the reviewer gets the im- 
pression (especially from pp. 205-206) that 
in Lutz’ view the main problem is the anni- 
hilation of the “fiscal medicine men.” 


Those who like moderation of expression 
will disapprove of Lutz’ extravagance of 
statement; those who accept present national 
fiscal policy, even though with reservations, 
will disagree vigorously with the viewpoint 
expressed; but all those who can maintain 
good humor will enjoy the vigor of this 
writing about important problems of na- 
tional life. The tolerant critic, whatever his 
social philosophy, will doubtless discover 
many novel ideas among the pages which 
seem to so great an extent to “view with 
alarm.”—James W. Martin, Bureau of Busi- 
ness Research, University of Kentucky. 


Other Books 
The Capital Levy—Shun-Hsin Chou — 


King’s Crown Press, Morningside Press, 
New York, 1945. 142 pages. $2.25. 


Dominion of Canada Income War Tax 
Act—Commerce Clearing House, Inc., Chi- 


cago 1, Ill., 11th edition, 1946. 239 pages. 
$2.00. 


Social Security and Related Services in 
Michigan, Their Adminstration and Financ- 
ing—Claude R. Tharp—Bureau of Govern- 


ment, University of Michigan, 1946. 180 
pages. 
United States Master Tax Guide 1945— 


Commerce Clearing House, Inc., Chicago 1, 
Ill., 1944. 414 pages. $2.00. 


Financial Accounting—George O. May— 
The Macmillan Company, New York. 265 
pages. $3.00. 
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INTERPRETATIONS 


Court... Administrative 


SUPREME COURT 


Deductions: Depletion: Share of net 
profits.—In addition to bonus and royalty 
payments in consideration of oil leases, tax- 
payer-lessors were entitled to payments 
from the net income from operations of the 
lessees. The “net profit” payments were 
held to flow directly from taxpayers’ eco- 
nomic interests in the oil, and in addition 
to depletion allowances applicable to the 
bonuses and royalties, taxpayers were en- 
titled, under Code Secs. 23 (m) and 114 (b) 
(3), to deduct 27% per cent depletion from 
their shares of the “net profits” receipts. 
One dissent. Sup. Ct. Kirby Petroleum 
Company, Petitioner, v. Commissioner of In- 
ternal Revenue. Commissioner of Internal 
Revenue, Petitioner, v. Anna Vickers Craw- 
ford. 46-1 ustc J 9149. 


Penalties: Motion for new trial: Newly 
discovered evidence: Finality of trial court’s 
findings of fact.—It is not the province of 
the Supreme Court or the Circuit Court of 
Appeals to review orders granting or deny- 
ing motions for a new trial when such 
review is sought on the alleged ground that 
the trial court made erroneous findings of 
fact, except for most extraordinary circum- 
stances. Accordingly, where the defendant 
was found guilty of tax evasion and the 
trial court, after passing on the facts sub- 
mitted, overruled the motion for a new trial 
on account of alleged newly discovered evi- 
dence, the order of the Circuit Court re- 
manding the motion and directing a new 
trial is reversed by the Supreme Court, it 
appearing that the trial court’s findings were 
supported by evidence. Sup. Ct. The United 
States of America, Petitioner, v. William R. 
Johnson. The United States of America, Peti- 
tioner, v. Jack Sommers, James A. Hartigan, 
William P. Kelly and Stuart Solomon Brown. 
46-1 ustc § 9155. 


Estate tax: Contemplation of death: Re- 
lease of power to amend: Avoidance of 
estate tax.—Decedent, who died in 1938, 
established two spendthrift trusts to insure 
the financial welfare of his children in 1925. 
He enlarged the trusts in 1934. Upon being 
advised, in 1937 that a power to amend in 
conjunction with the trustee and benefici- 
aries which he retained would cause the 
trusts to be includible in his gross estate, 








* 


At the time that 


he released such power. 
the trusts were created and enlarged, dece- 
dent, a lawyer, did not believe that the 
reservation of such a power would require 


their inclusion in his estate. As decedent 
released the power in order to accomplish 
a purpose which he mistakenly thought had 
been accomplished at the time of the crea- 
tion of the trusts, a purpose associated with 
thoughts of life rather than of death, the 
two-year presumption that the release was 
made in contemplation of death is held to 
have been overcome, and the trusts are not 
includible in the gross estate. Sup. Ct. 
Marion H., Allen, Collector of Internal Reve- 
nue, Petitioner, v. Trust Company of Georgia 
and Hughes Spalding, Executors of the Estat 
of Jack J. Spalding, Deceased. 46-1 Ustc 
{ 10,233. 


APPELLATE AND LOWER 
COURTS 


Deductions: Bad debts: Solvent debtor: 
Losses deductible under Code Sec. 23 (f): 
Tax Court’s findings warranted by the evi- 
dence.—Where taxpayers advanced money 
to a corporation which had only one licensee 
under patents it owned, and in 1939 such 
licensee manifested an intention of changing 
its process to avoid use of the patent, and 
during that year such debtor-corporation 
entered into a composition agreement with 
taxpayers by the payments of 10 per cent 
for a complete discharge, the Tax Court’s 
finding that taxpayer’s deduction of the 90 
per cent difference in 1939 was not allowable 
was held warranted by the evidence. Like- 
wise, the Tax Court’s finding that the fact 
that the stock of such debtor corporation 
and taxpayers was owned by one individual 
did not justify the treatment of the three 
corporations as a single entity for tax pur- 
poses in the absence of unusual and excep- 
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tional circumstances, and that, therefore, the 
loss sustained by the debtor corporation, 
when certain European patents in which its 
funds were invested were forfeited, was not 
deductible by petitioners under Code Sec. 
23 (f), is outside the scope of review under 
the doctrine of Dobson v. Com., 320 U. S. 489, 
44-1 ustc $9108. It was further held that 
taxpayer’s cancellation of the debt was not 
in effect paying a dividend which should 
be allowed in computing its income subject 
to the personal holding company surtax 
under Code Sec. 504 (a). CCA-1. Raffold 
Process Corporation et al., Petitioners for 
Review, v. Commissioner of Internal Revenue. 
46-1 ustc J 9137. 


Deductions: Losses: Bona fides of sale. 
—The arrangement between taxpayer and 
“X” did not compel a finding by the Tax 
Court that taxpayer became the owner of 
the shares which “X” purchased allegedly 
for taxpayer, where taxpayer paid nothing 
for them, and never had possession or con- 
trol of them; and there was sufficient basis 
in the evidence from which the Tax Court 
might infer that the “sale” of the shares to 
“X” (sale price to be credited against the 
“admitted” indebtedness to “X” on account 
of their purchase) was not bona fide, where 
taxpayer never paid “X” anything on the 
debt nor did ft appear that “X” ever re- 
quested him to do so. Accordingly, capital 
loss claimed in connection with the sale was 
disallowed. CCA-2. William A. Barber and 
Melanie G. Barber, Husband and Wife, Peti- 
tioners, v. Commissioner of Internal Revenue, 
Respondent. 46-1 ustc § 9136. 


Taxability of trust income to grantor.— 
The Second Circuit reversed the Tax Court, 
and held the grantor not taxable on the in- 
come of a trust for the benefit of his chil- 
dren. The grantor and his wife were named 
co-trustees with a bank. The trust was for 
an indefinite term, the maximum length of 
time allowed under the New York law 
against perpetuities unless sooner termi- 
nated by the grantor’s wife or the president 
of the bank. The grantor reserved control 
over sales of the trust property and the 
power to direct investments and reinvest- 
ments, but these powers could be used only 
in the best interests of the beneficiaries and 
not for the grantor’s own uses. One dissent. 
CCA-2. Lewis A. Cushman, Jr., Petitioner v. 
Commissioner of Internal Revenue, Respond- 
ent, 45-2 usTc., 


Estate tax: Transfer conditioned on sur- 
vivorship: Remote possibility of reverter.— 
Decedent, who died in 1939, created a trust 
in 1929, reserving a life estate to be followed 


Interpretations 


by life estates in named relatives, with the 
principal to go to the issue of such relatives. 
Although the principal, in the absence of 
such issue, was to pass to the “next of kin” 
of decedent who should survive him at the 
time of his death, it is held that such possi- 
bility of reverter does not subject the prop- 
erty to estate tax. 


Estate tax: Transfer prior to March 3, 
1931 with more than life income retained.— 
A trust created in 1929 by decedent, who 
died in 1939, provided for a life estate in 
decedent and, also, contained a spendthrift 
clause. In the event of the failure of issue 
of named relatives, the principal was to pass 
to the “next of kin” of decedent, who should 
survive him at the time of his death. The 
property is held not subject to tax by virtue 
of the life income and spendthrift provi- 
sions, while the Joint Resolution of March 
3, 1931 is not given retroactive effect. May 
v. Heiner, 2 ustc J 519, 281 U.S. 238; Hassett 
v. Welch, 38-1 ustc J 9140, 303 U. S. 303. 
CCA-2. Commissioner of Internal Revenue, 
Petitioner v. Estate of Frank Hall, Deceased, 
Irving Trust Co., Executor, Respondent. 46-1 
ustc § 10,253. 


Income from trusts: Control retained: 
Taxable to grantors—Where taxpayers, 
husband and wife, conveyed half their re- 
spective interests in their wholly owned 
partnership to separate trusts for the benefit 
of their minor daughters, and each was 
named co-trustee together with the family 
lawyer, of the trust created by the other, 
they were taxable on the trust incomes de- 
riving from the partnership businesses. The 
family lawyer was an inactive trustee, and 
the businesses were ‘controlled by taxpayers 
as before; and by trust provisions empower- 
ing the trustees to remove any “unworthy” 
beneficiary, and to lend money to and invest 
in the partnership, taxpayers retained such 
economic control and benefit in the trusts 
as to make them taxable on the trust income 
under the Clifford rule, 309 U. S. 331, 40-1 
ustc J 9265. The Dobson rule, 320 U. S. 489, 
44-1 ustc $9108, applied. One dissent. 
CCA-4. Rose Mary Hash, Petitioner, v. Com- 
missioner of Internal Revenue, Respondent. 
G. Lester Hash, Petitioner, v. Commissioner 
of Internal Revenue, Respondent. 45-2 ustc 
q 9134. 


Deductions: Losses: Payments under an 
indemnity agreement.—Although taxpayer 
was a salaried officer, had extensive hold- 
ings in, and was a large depositor in, the 
bank, payment in 1936 of the sum of $48,000 
in satisfaction of a liability incurred under 
an agreement to indemnify the bank against 
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loss on the sale of bonds was not deductible 
as ordinary or necessary expense under 
Code Sec. 23 (a), or business loss under 
Code Sec. 23 (e). Taxpayer’s contention 
that his participation in the indemnity agree- 
ments was necessary to prevent substantial 
losses to corporations other than the bank 
in which he and his family were interested 
was not supported by the evidence. CCA-2. 
Harry M. Hickey, Collector of United States 
Internal Revenue for the Fourteenth District 
of New York, Appellant, v. I. Hasbrouck Cha- 
hoon, Appellee. 45-2 ustc § 9132. 


Basis fer gain or loss: Stock dividend by 
gift from life tenant under will.—Dividend 
shares distributed by executors to taxpay- 
er’s mother as income beneficiary of her 
husband’s estate constituted a distribution 
of income to her and were not property 
acquired by bequest within the meaning of 
Code Sec. 113 (a) (5). Hence, the mother’s 
basis and consequently the basis of tax- 
payer, who thereafter acquired these shares 
by gift, was the fair market value of the 
dividend shares on the date the mother 
received them, for purpose of computing 
gain or loss on sale of those shares by tax- 
payer. CCA-2. Hall Park McCullough, Peti- 
tioner v. Commissioner of Internal Revenue. 
Commissioner of Internal Revenue, Petitioner 
vw Hall Park McCullough, Respondent. 46-1 
ustc § 9140. 


Personal holding company income: Mis- 
souri loan company: Extra hazard charges 
as interest under Sec. 403, 1938 Act.—W here 
taxpayer, engaged in the business of making 
small loans, collected a $20 charge on each 
loan on account of extra hazards involved, 
and the bulk of its gross income arose out 
of such “extra hazard charges,” it was held 
that such amounts constituted “interest” 
within the meaning of that term under Sec. 
403 of the Revenue Act of 1938, notwith- 
standing that under Missouri law, under 
which taxpayer was organized, such extra 
charge in excess of the 8% interest rate was 
authorized where the corporation agreed to 
accept the security in full settlement of the 
indebtedness. CCA-8. Bond Auto Loan Cor- 
poration (a dissolved corporation), Lewis 
Lowenstein, M. M. Lyner, and Carl Soeker, 
Petitioners, v. Commissioner of Internal Reve- 


nue, Respondent. 46-1 ustc § 9143. 


Gift tax: Trust income payments for mi- 
nor: Present v. future interests—In 1938, 
donor created a trust, providing for pay- 
ment of income for the benefit of her son 
during his minority and, thereafter, directly 
to him. The present value of the right to 
the income was in excess of $5,000. As 


302 March, 1946 e 





the trustee had only a discretionary power 
as to whom to make payments of income 
during the son’s minority, and not as to 
whether to pay or withhold such income, 
the gift of income constitutes a gift of a 
present interest, and donor is entitled to 
the $5,000 exclusion. CCA-9. Commissioner 
of Internal Revenue, Petitioner v. Madeleine 
N. Sharp, Respondent. 46-1 ustc § 10,252. 


Accounting periods and methods: Sepa- 
rate businesses on different bases: Interest 
on reclamation bonds: Deductibility.— A 
taxpayer, conducting several distinct busi- 
nesses, may keep his books and report income 
for one business on a cash basis, while using 
the accrual basis for a separate and distinct 
enterprise. The Tax Court, having found 
from the evidence that the amounts set up 
as accruals to cover interest on reclamation 
bonds related to taxpayer’s ranching opera- 
tions and not to its other operations and 
that it kept its books on such ranch opera- 
tions on a cash basis, and its other opera- 
tions on the accrual basis, it is held that 
taxpayer is not entitled to deduct any amount 
of such interest which it did not actually 
pay. CCA-9. Birch Ranch and Oil Company, 
a Corporation, Petitioner, v. Commissioner of 
Internal Revenue, Respondent. 46-1 ustc 
J 9139. 


Examination of records: Enforcement of 
summons: Reasonable conditions for com- 
pliance.—In a proceeding to enforce a sum- 
mons for the examination of records and 
witnesses in respect to tax liability for years 
1941 through 1944, it was held that the 
conditions and limitations imposed for the 
production of the various described books, 
papers and other data pertaining to that 
period, as well as the year 1940, were not 
unreasonable. DC, Conn. United States of 
America v. United Distillers Products Cor- 


poration and N. Tully.Semel, Inc. 46-1 ustc 
q 9154. 
Capital gains and losses: Unimproved 


subdivision property: Investment v. prop- 
erty held primarily for sale to customers: 
Sale by agent.—Where taxpayer, a Florida 
lawyer, purchased as an investment an un- 
divided interest in unimproved subdivided 
lots from 10 to 12 years prior to their even- 
tual sale, it was found by the Court that 
neither his activities during the holding pe- 
riod of all the lots, nor the manner of their 
entire disposition by contract to or through 
a building contractor (who was also a real 
estate broker and developer) were sufficient 
to constitute a trade or business. Under the 
terms of the agreement the contractor had 
the option to purchase all or part of the 
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lots at fixed prices and a 10% discount, or 
he could sell at those prices to others on a 
10% commission; by virtue of these terms 
he purchased and built upon a number of 
the lots and sold the rest. Upon the find- 
ings so made, it was held that the gain on 
sale of the lots in 1940 and 1941 under the 
contract was taxable as a capital gain under 
the provisions of Code Sec. 117. DC, Fla. 
J. T. G. Crawford and his wife, Paula H. 
Crawford, Plaintiffs, v. John L. Fahs, Col- 
lector of Internal Revenue of the United States 
for the State of Florida, Defendant. 45-2 ustc 
J 9147. 


TAX COURT 


Accounting periods and methods: Consent 
to change: Noncompliance with condition: 
Subject to excess profits tax.—Taxpayer re- 
quested permission to file its tax reports 
upon a fiscal year basis. Permission was 
granted, effective June 30, 1940, conditioned 
upon taxpayer filing a return for the calen- 
dar year 1939 and a return for the short 
period January 1, 1940 to June 30, 1940. 
That latter period, since it would begin 
after December 31, 1939, would have sub- 
jected taxpayer to the excess profits tax 
provided by Code Sec. 710 (a). Taxpayer, 
however, never filed a tax return for the short 
period, nor for any period prior to December 
31, 1939 and ending thereafter, but, instead, 
filed its excess profits tax return for the 
calendar year 1940 in accordance with the 
period for which it closed its books. The 
Tax Court holds that the Commissioner did 
not err in determining taxpayer’s excess 
profits tax liability on a calendar year basis 
rather than on the basis of a fiscal year 
ending June 30, 1940. American Coast Line, 
Inc. (in Liquidation) v. Commissioner, CCH 
Dec. 14,924. 


Basis for gain or loss: Excessive depre- 
ciation during net loss years.—Taxpayer, on 
its income tax returns for 1934 to 1937, took 
depreciation of $4,504.77 per year on a build- 
ing on the basis of an estimated 25 year life. 
The allowable depreciation was adjusted by 
the Commissioner to $3,618.44 for 1938 and 
later years on the basis of a revised esti- 
mated remaining life of the property. Tax- 
payer accepted the adjustment, but contended 
that under the decision in the case of Pitts- 
burgh Brewing Co. v. Com., 107 Fed. (2d) 
155, 39-2 ustc 7 9759, that the adjustment 
should have been made as of January 1, 
1934, since it had sustained losses for the 
years 1934 to 1937 and it therefore had re- 
ceived no tax benefit from the excessive 
deductions claimed in its returns for those 
years. For the years 1938 and 1939, though 
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$4,504.77 depreciation was claimed for each 
year, settlement was made on a basis of an 
allowance of $3,618.44 for each year, and 
in arriving at a residual value for the prop- 
erty at December 31, 1939, the figure 
$3,618.44 was used for each of the years 
1934 to 1937; and accordingly the residual 
value of the property at that date was stated 
to be $63,322.29. In computing depreciation 
for the years 1940, 1941 and 1942, however, 
the Commissioner took as the residual value 
of the property $59,776.97. Taxpayer con- 
tended that in view of the settlement, the 
Commissioner could not compute annual de- 
preciation on the lower basis for the residual 
value. The Tax Court holds that the settle- 
ment was made only as to the years 1938 
and 1939, and contrary to the belief of the 
parties, the Pittsburgh Brewing case was not 
controlling in determining the depreciation 
allowances for 1934 to 1937; that on the 
authority of Virginian Hotel Corp. of Lynch- 
burg v. Helvering, 319 U. S. 523, 43-1 ustc 
{ 9469, the depreciation of $4,504.77 claimed 
for each of the years 1934 to 1937 was 
“allowed” in that amount, and, therefore, 
the Commissioner properly computed depre- 
ciation on the years 1940, 1941 and 1942 
by adjusting the basis of the property by 
$4,504.77 for each of the years 1934 to 1937. 
El Patio Company, Inc. v. Commissioner, 
CCH Dec. 14,913. 


Gross income: Control of trust income 
by beneficiary as co-trustee: Entire income 
payable on demand: Tax liability —Tax- 
payer is a life beneficiary and a co-trustee 
of a trust created by his father. He also 
has a power of appointment over the re- 
mainder. Under a certain provision of the 
trust indenture, the trustees were required 
to pay the entire net income of the trust to 
taxpayer “if he demands it.” Under another 
provision the trustees might in their discre- 
tion take out policies of life insurance on 
taxpayer’s life and charge the premiums 
thereof “to the income of the Trust Estate.” 
In the taxable year the trustees exercised 
their discretion and took out a policy on 
taxpayer’s life and charged the premium 
paid thereon to the income of the trust and 
distributed the balance of the trust income 
to taxpayer. The Tax Court holds that 
taxpayer is taxable under Code Sec. 22 (a) 
on the income of the trust that was used to 
pay the premium on the policy in question. 
Edgar R. Stix v. Com., (CCA-2) 46-1 ustc 
7 9119, followed. Alfred Cowles v. Commis- 
sioner, CCH Dec. 14,916. 


When gross income reported: Restora- 
tion of balance of reserve for bad debts: 
Termination of reserve.—A balance in a re- 
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serve for bad debts, built up by additions 
which offset taxable income, is properly to 
be restored to income of the year in which 
the need for maintaining the reserve ceases. 
Where the evidence showed that a reserve 
was set up prior to 1934 solely for the pur- 
pose of covering accounts receivable due 
from the clients of taxpayer while it was 
engaged in the advertising business, and 
that in 1935 it permanently discontinued 
this branch of the business and collected 
all its accounts receivable from such clients 
except one for $61.58. which was closed in 
1938, it was held that the amount of 
$49,942.88, being the balance in the reserve, 
should have been restored to income not in 
1940, as held by the Commissioner, but in a 
year long prior thereto. Geyer, Cornell, 
Newell, Inc. v. Commissioner, CCH Dec. 
14,943. 


Gross income: Trust created by will: 
Administered as two entities: Indentity of 
taxpayer: Construction of will.—A testator 
made provision in his will for the setting 
aside of property in trust for the benefit of 
his two grandnephews, with income to be 
equally divided between them for their sup- 
port and maintenance during their minor- 
ity, with part of the principal to be divided 
upon one of them arriving at the age of 
21 years and another part of the principal to 
be divided when he should arrive at the age 
of 25 years. Upon each of such grandneph- 
ews arriving at the age of 35 years, each 
was entitled to receive one half of the prin- 
cipal of the trust so set apart for them. No 
mention was made in the will of two trusts. 
Notwithstanding that the support and main- 
tenance of the one beneficiary required ex- 
penditures materially different from those 
required by the other, and this could best 
be accomplished by separating the corpus 
and administering it as two separate trust 
funds, it was held that the difficulties of 
administration were not sufficiently great to 
force a finding in the will of an intent to 
create two separate trusts. Edward M. and 
Fred E. Hiecke Trust, Under Will of Jennie 
M. Wainwright, Ernest L. Miller, and City 
National Bank of Clinton, Trustees v. Com- 
misstoner, CCH Dec. 14,919. 


Distributions by corporations: Manufac- 
turing business: Ownership of securities: 
Resolution authorizing dividend: Stock can- 
celled later—A corporation in which tax- 
payers owned 50 per cent of the 3,000 
shares of outstanding stock, made distribu- 
tions in 1940 of $50 per share on stock hav- 
ing $50 par value. The business of the 
corporation was making school slates which 
was shown to be a profitable and going 
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concern. For several years surplus funds 
not needed in the business were invested in 
securities which yielded about $10,000 a year 
in interest and dividends. In 1940 the securities 
were sold and the proceeds distributed to 
the stockholders. It was found that the 
distribution did not serve any business need 
of the corporation but was made for the 
benefit of trusts owning stock. No plan of 
liquidation of the corporation had been 
adopted. The corporation was not engaged 
in any investment business. No stock was 
cancelled. Later, in 1942, 1,500 shares of 
stock were cancelled, which is now claimed 
to be related to the distributions that were 
made in 1940, although the resolutions 
adopted in that year, which declared the 
distributions to be “dividends,” did not state 
that any stock was to be redeemed and can- 
celled. Upon the facts so found, the Tax 
Court holds that the 1940 distributions were 
not in partial liquidation of the corporation 
under Code Sec. 115 (c) and (i). Edward 
L. Kraus, Jr. Trust, Lehigh Valley Trust 
Company, Trustee et al. v. Commissioner, 
CCH Dee. 14,944. 


Gross income: Trusts: Broad manage- 
rial powers: Discretionary distribution: 
When grantor-trustee not taxable—Tax- 
payer was the settlor-trustee of a trust cre- 
ated for the benefit of her son. As trustee, 
she had broad managerial powers and the 
right to distribute or accumulate the income 
until the beneficiary reached the age of 30 
years, at which time the accumulated income 
as well as the corpus of the trust was dis- 
tributable to him. On a finding by the Tax 
Court that no economic gain could be de- 
rived by grantor under the terms of the 
trust, it was held that no part of the income 
of the trust is taxable to taxpayer under 
Code Sec. 22 (a). J. M. Leonard, CCH Dec. 
14,516, 4 TC 1271, followed. Alma M. Myer 
v. Commissioner, CCH Dec. 14,935. 


Deductions: Compensation for personal 
services: | Stockholder-officers’ salaries: 
Close corporation: Reasonable amount de- 
termined.—In 1938, three individuals acquired 
an equal interest in all of taxpayer’s capital 
stock and became its three officers. By 
reason of the special experience in that 
phase of the business supervised by each 
and the devotion of extraordinary hours of 
labor they were successful in converting a 
loss in the two preceding years to a profit 
of approximately $25,000 in 1938 and to 
$78,000 in the taxable year, 1940. Taxpayer 
was a small corporation which was oper- 
ated somewhat along the lines of a partner- 
ship. It was shown that while the salaries 
paid were not definitely fixed at the begin- 
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ning of the year, it was the practice to draw 
equal amounts as salary from time to time 
and to approve the payments made by year- 
end resolution. The amount claimed as a 
deductible expense for the taxable year 1940 
was $15,000 for each officer. The amount 
paid to the same officers for the previous 
year was $11,000 each, and those amounts 
were not disallowed as expenses by the 
Commissioner. The Tax Court holds, under 
all the circumstances, that $11,000 is the 
reasonable salary for each for the taxable 
year. Ridgewood Provisions, Inc. v. Com- 
misstoner, CCH Dec. 14,938. 


Administrative provisions: Penalty for 
failure to file personal holding company re- 
turn: Reasonable cause for avoidance of 
penalty.—Taxpayer was organized by its 
president and treasurer who was its sole 
stockholder for the purpose of avoiding 
threatened attachments and injunctions. Its 
business was that of the purchase and sale 
of securities in the market, another firm act- 
ing as stockbroker. In support of taxpay- 
er’s contention that there was reasonable 
cause for its failure to file a personal holding 
company return within the time prescribed 
by law, it relies upon the fact that the presi- 
dent first consulted his attorney and then 
engaged an accountant of the stockbroker 
to prepare its tax return, and that the presi- 
dent acted in complete reliance upon them. 
The Tax Court holds that the reasons ad- 
vanced for failure to file a personal holding 
/ company return in this case reduce them- 
| selves either to a plea of ignorance of the 
| law, or amount to reliance upon an agent to 
| whom apparently insufficient information 
was disclosed or who likewise was unfamil- 
iar with the requirements of the taxing 
statute, and that neither of these is sufficient 
excuse. Accordingly the Commissioner’s im- 
position of a 25 per cent delinquency penalty 
was. upheld. Tarbox Corporation v. Com- 
misstoner, CCH Dec. 14,920. 


Basis for gain or loss: Reorganization 
under Chandler Act: Adjusted basis: Can- 
cellation of indebtedness: Depreciation.—In 
1934 taxpayer filed a petition in bankruptcy 
under Sec. 77B. It later filed a plan of 
reorganization, which plan was confirmed 
by the court “in all respects” in 1935. Un- 
der the plan taxpayer exchanged all new 
capital stock for all of its then outstanding 
first and second mortgage bonds, unsecured 
indebtedness and old capital stock. In June 
1936, the court approved the final report 
and final account of the trustee, discharged 
the trustee and cancelled his bond. On 
July 12, 1938, the court appointed a special 
master to make an examination and report 



















































































































































































































































































Interpretations 








on the conduct of certain persons who had 
presented claims in this matter. No report 
has as yet been filed. The Tax Court holds 
that the order of the court entered in June 
1936 was the “final judgment or decree” 
within the meaning of Code Sec. 113 (b) 
(4), as added by the Revenue Act of 1943, 
and that Sec. 270 of the Bankruptcy Act, as 
amended by the Chandler Act, is not appli- 
cable to this proceeding. It was further 
held that, even though there was no final 
decree entered prior to September 22, 1938 
(the critical date under Sec. 113 (b) (4)), 
there was in the reorganization proceeding 
no cancellation or reduction of taxpayer’s 
indebtedness within the purview of Sec. 270 
of the National Bankruptcy Act, as amended, 
and therefore, no adjustment to taxpayer’s 
cost basis should be made under Sec. 113 
(b) (4). Motor Mart Trust, CCH Dec. 
14,427, 4 TC 931, followed. Tower Building 
Corporation v: Commissioner, CCH Dec. 
14,947. 


Items not deductible: Unpaid bonus: 
Constructive payment.—In January 1941 
taxpayer, sole proprietor of a passenger bus 
line, entered into an agreement with his son 
and two daughters under the terms of which 
he agreed to pay them, in addition to certain 
salaries which they were then drawing, a 
bonus, for services to be rendered by them 
during that year, of 25% of the net profits 
of the business to be divided among them in 
a certain proportion. During the calendar 
year 1941 the son was advanced, and with- 
drew, almost the total amount of the bonus 
due him. The daughters were not paid their 
shares of the bonus until the following Sep- 
tember and it was not until the completion 
of the audit of taxpayer’s books on May 15, 
1942 that the amount of the bonuses to be 
paid was ascertained. Under the agreement 
the bonuses were not due until after the 
end of the taxable year and only then could 
the profits of the business be computed. 
The Tax Court, on a finding that the 
amounts of the bonuses were not at any time 
during the taxable year available to the 
payees by the mere taking, holds that there 
was no constructive receipt thereof by them, 
and that Code Sec. 24 (c) applies to pre- 
clude deduction thereof by taxpayer in the 
taxable year. McDuff Turner v. Commis- 
sioner, CCH Dec. 14,878. 


Deductions: Expenses: Legal fees: Will 
construction by beneficiary: Deductible 
when paid: When not capital expenditures. 
—Attorney’s fee paid in 1940 by taxpayer, 
a beneficiary, for services in connection with 
a will construction contest, which deter- 
mined the amount of annual income payable 
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to her as a life tenant thereunder, was held 
by the Tax Court to be deductible under 
Code Sec. 23 (a) (2), as amended, as an 
ordinary and necessary expense paid for the 
collection of income. Such expense was an 
allowable deduction from gross income for 
the taxable year in which paid or accrued, 
as it was held that the term “income” for 
purposes of Sec. 23 (a) (2) comprehends not 
merely income for the taxable year but also 
income which has been realized in a prior 
taxable year or may be realized in subse- 
quent taxable years. The claim that such 
expenditure was deductible ratably over the 
remaining life of her property interest as 
a capital outlay which became her cost of a 
wasting asset, or which will become a part 
of the cost upon a sale or exchange, was 
held entirely untenable. Stella Elkins Tyler 
v. Commissioner, CCH Dec. 14,948. 


TAX COURT— 
MEMORANDUM OPINIONS 


Deduction: Bad debts: Secured loans: 
When worthlessness determined.—An _ in- 
debtedness represented by loans made to 
a brewing company for operational purposes, 
for the repayment of which collateral was 
given, was held to have become worthless 
in 1941 where, although the brewery failed 
and was adjudged a bankrupt in 1940, such 
worthlessness was ascertained the following 
year when an order of court was obtained 
to turn over to taxpayer certain of debtor’s 
property to apply on the debt. William J. 
Brennen v. Commissioner, CCH Dec. 
14,928(M). 


Res judicata: Method of accounting in 
former year: Absence of wife as party in 
later proceeding for subsequent years.— 
Where the Commissioner offered res judicata 
in his plea that his disallowance of certain 
deductions upon the ground that the method 
of reporting income used by taxpayer did 
not clearly reflect his intome should be 
sustained for the taxable years 1940 and 
1941 since the precise question before the 
3oard involved the income tax returns of 
taxpayer and his wife for the years 1937 to 
1938, it is held by the Tax Court that the 
absence of the wife in the presemt proceed- 
ing does not prevent the application of the 
doctrine of res judicata, where the issues are 
the same, because in such prior proceeding 
the wife appeared to be only a nominal party, 
having joined taxpayer as her husband in 
making returns for those years. It was 
further held that, apart from the application 
of res judicata, it was not clear that taxpayer 
kept his books of account upon the accrual 
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basis, and that the evidence does not over- 
come the presumption of the Commission- 
er’s determination that taxpayer, who made 
his returns upon a cash basis as to all items 
except interest, is not entitled to deduct 
items of interest until actually paid. William 
A. Clarke v. Commissioner, CCH Dec. 
14,941(M). 


When gross income reported: Disallow- 
ance of salaries: Repayment to employer: 
Amount taxable in year of receipt.—In 1941 
a corporation whose stockholders consisted 
of taxpayers and one other, paid certain sal- 
aries to themselves, as authorized by the 
board of directors composed of the three 
stockholders. Taxpayers reported as in- 
come the salaries so received. In auditing 
the corporation’s return, the Commissioner 
disallowed portions thereof as excessive. 
His action, with other adjustments, resulted 
in additional tax, the payment of which 
caused a deficit in the corporate balance 
sheet as of December 31, 1941. Taxpayers 
thereupon repaid to the corporation the amount 
of the deficit in proportion to the amounts 
of their salaries disallowed. Such repay- 
ments were less than the entire disallow- 
ances. The Tax Court holds that, since 
such salaries were paid in 1941 under a 


not as distributions of the earnings and 


profits of the corporation, taxpayers aref 


taxable on entire amounts received as sala- 
ries in 1941. North American Oil Consoli- 
dated v. Burnet, 286 U. S. 417, 3 ustc § 943, 
followed. Alfred J. Fleischer v. Commis- 


stoner, Minnie R. Fleischer v. Commissioner, } bales 


CCH Dec. 14,929(M). 


Items not deductible: Accrued interest: 
Agreement with creditors.—Taxpayer, on 
the accrual basis, conducted a printing and 
binding business which purchased its sup- 
plies on credit. In late 1935 taxpayer was 
financially unable to meet its current obli- 
gations, and a Creditors’ Committee was 
organized to take over the management of 
the business. Taxpayer was operated by 
the Committee during the years 1936 to 
1942 inclusive. Prior to the close of 1942, 
the claims of all the minor creditors were 
settled and no interest was ever paid to any 
of them. No accruals of interest on the 
claims of any creditors were made on tax- 
payer’s books for any of the years 1935 to 
1941, inclusive, and no deductions for such 
interest were claimed. In 1942, however, 
taxpayer accrued on its books and deducted 
in its return for that year the amount of 
$7,134.85, representing interest accrued on 
the accounts of its three principal creditors 
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for the years 1935 to 1942, inclusive. The 
Commissioner allowed only $695.96, that 
being the interest accruing on the accounts 
of the three principal creditors for the tax- 
able year 1942, and disallowed the balance. 
‘Taxpayer contended that there was nothing 
in the conduct of the creditors until 1942 to 
indicate that the interest would be demanded, 














llow- | that the liability for the interest was not 
oyer: | established until 1942, when demand was 
194] | made, and that therefore the full amount 
sisted | was deductible in that year. The Tax Court 
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holds that taxpayer’s liability for interest on 
all of the creditors’ accounts was definitely 
established by its agreement with the credi- 
tors in 1936, and the liability accrued each 
year and was deductible each year to tax- 
payer on the accrual basis; and therefore the 
Commissioner’s determination was correct. 
\Viliam G. Johnston Company v. Commis- 
sioner, CCH Dec. 14,910(M). 


Deductions: Depletion: Contract for sale 
of gold mining claims: Economic interest 
in ore severed v. ore in place: Method of 
computation.—Taxpayer in 1939 was as- 



















































































































































































































































































repay-} signee of a contract made in 1932 which in 
allow- § form was an agreement of sale, the sellers 
since} agreeing to sell certain described gold min- 
ider af ing claims, with the rights of possession and 
n, andh the right to mine and develop. The pur- 
Ss and} chase price was fixed at $150,000 to be paid 
rs are’ in certain installments. Under the contract, 
s sala-} after the mine was put into production, $5.00 
onsoli- per ton was to be allowed the buyers to 
> 1 943,) cover the cost of mining, milling and mar- 
ommis-F keting, and the sellers were to receive the 
‘stoner, ® balance over that amount to be applied upon 
| the purchase price of the property until it 
‘terest: | “aS paid in full, at which time the sellers 
‘er, onf Were to convey all their rights, title and in- 
ng andf terest to the buyers. Taxpayer did not elect 
ts sup-§ '° take percentage depletion, and hence only 
fer was} Cost depletion is involved. It contended 
it obli-} that its economic interest in the minerals 
ee wash W25 limited to the ore severed and did not 
nent cn extend to the ore in place, and that the law 
ted by} contemplates a tax-free return of substan- 
1936 tof tially all the capital consumed in the produc- 
yf 1942. tion of gross income through severance of 
-s werep the minerals in place. The Tax Court holds 
to any} that the acquisition of the contract and the 
on thep Payments made did more than secure a 
on tax-— license to taxpayer to continue the extraction 
1935 tog 2nd milling of ore, and amounted to an in- 
‘or such} Yestment in all the minerals—it had rights 
oleae and interests in the whole property which 
acceall extended to the ore in place as well as to 
eeuclec | the ore severed. Accordingly, the Commission- 
ount O'F crs method of computing depletion for the 
rued "tT veats 1940 and 1941 in accordance with Regu- 
reditors lations 103, Sec. 19.23 (m)-2, was approved. 
lagazine 





Interpretations 











Log Cabin Mines Company, a Corporation v. 
Commissioner, CCH Dec. 14,923(M). 


Distributions by corporation: Earnings 
accumulated prior to February 28, 1913: 
Distributions as taxable dividend.—The 
Commissioner determined a deficiency of 
$1,560.41 in income tax for 1941. On a stip- 
ulation of facts the only issue was whether 
taxpayer received a taxable dividend from 
a corporation upon a distribution of its as- 
sets in kind. The corporation had no earn- 
ings or profits accumulated after February 
28, 1913 at the time of the distribution unless 
it realized a profit from this very distribu- 
tion. The Tax Court held for taxpayer on 
the authority of Estate of H. H. Timken, 
44-1 ustc § 9276, 141 Fed. (2d) 625, and 
Ernest E. Blauvelt, CCH Dec. 14,127, 4 TC 
10. Vivian Dulany Murphy v. Commissioner, 
CCH Dec. 14,932(M). 


Partnerships: Sufficiency of oral and 
written agreements with members of family: 
Control of business: Who taxable.—Tax- 
payer contended that his wife had con- 
tributed money for her interest in a 
partnership, as well as long years of effort 
in connection with the business of manufac- 
turing agricultural shapes, to be used on 
tractors, of which he was sole owner long 
prior to 1939, and that accordingly she should 
be recognized as an equal partner with him. 
The testimony in regard to the oral agree- 
ment was found to be uncertain and am- 
biguous. The written agreement was between 
taxpayer and wife and his two daughters, 
providing that taxpayer should have ex- 
clusive control and management of the busi- 
ness. No contribution is recited as due 
from the partners, and it was provided that 
the partnership should cease at taxpayer’s 
option if either of his daughters married, 
The Tax Court stated that the evidence did 
not justify a finding that a partnership ex- 
isted which would warrant the exclusion of 
any of the income on the theory that it be- 
longed to his wife as a partner. (The claim 
as to the daughters being partners was aban- 
doned at the hearing.) The wife in fact had 
no voice in the management of the business, 
and the records of the business did not show 
her as having any interest in the assets or 
income, and the services rendered by her 
were no more than any husband might ex- 
pect from his wife. The fact that she had 
relieved her husband of a substantial amount 
of his indebtedness was held not conclusive, 
as the record did not show whether such 
transaction was regarded as a gift, a loan, 
or an investment in the business, nor when 
it took place. Likewise, taxpayer’s claim 
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that members of his family were partners 
with him in the operation of a stable for 
riding horses, this was held not supported 
by sufficient evidence although they were 
shown to have been more active in that 
enterprise than in the manufacturing busi- 
ness. W. H. Osmundson v. Commissioner, 
CCH Dec. 14,933(M). 


Deductions: Expenses: Reasonable com- 
pensation: Evidence.—Taxpayer-corporation 
was in the retail men’s clothing business. 
Invested capital was $5,000 paid in by each 
of two brothers. No dividends were paid 
on the stock from 1926, the year of incor- 
poration, until the taxable year 1940. The 
brothers, president and secretary-treasurer 
of taxpayer, were paid $16,100 each in the 
taxable year. The president was buyer for 
the taxpayer in New York, and the other 
brother bought goods in the store in Bridge- 
port, Conn. Both brothers looked after the 
store. The Commissioner allowed a com- 
bined deduction of $15,000. The Tax Court 
held, considering the close family relation- 
ship and ownership of stock, the unsatis- 
factory record as to determination upon 
salaries, the small amount of profit left after 
payment of salaries and the nature of the 
duties performed, that $12,500 was a reason- 
able salary for the president of taxpayer, 
and $8,500 for the secretary-treasurer. The 
Tax Court held, further, that a deduction of 


$500 for each of the wives of the taxpayers, 
as directors’ fees, was not allowable, since 
no minutes of any meetings were written 
up, and it was not shown that the wives par- 


ticipated therein. Outlet Clothing Company, 
Inc. v. Commissioner, CCH Dec. 14,877(M). 


Distributions by corporations: In kind: 
Appreciation in value: Whether purchased 
out of earnings and profits.—Taxpayer did 
not realize taxable income by virtue of a 
distribution in kind to its stockholders 
which had appreciated in value between the 
time of its acquisition and of its distribution. 
On a stipulation of facts it was found that 
immediately prior to the distribution tax- 
payer had no earnings or profits, and from 
testimony it was further found that the prop- 
erty in question was purchased out of capital 
and not out of earnings or profits. The 
Commissioner’s determination of a deficiency 
was accordingly overruled by the Tax Court. 
Southwest Consolidated Corporation v. Com- 
missioner, CCH Dec. 14,937(M). 


Distributions by corporations: Taxability 
of distribution of property: Judgment on 
pleadings: Necessity of averment of reso- 
lution —A dividend of a certain amount 
payable in property at a declared valuation 
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does not result in taxable income to the 
corporation paying such a dividend. How- 
ever, On a motion for judgment on the plead- 
ings, taxpayer, citing General Utilities & 
Operating Co. v. Helvering, 296 U. S. 200, 36-1 
ustc 9012, in support of that rule, was 
denied such motion on the ground that it 
did not incorporate the dividend resolution 
in the statement of facts alleged in its peti- 
tion, nor did it make any statement of what 
the resolution contained, since in passing 
on the motion the Tax Court cannot assume 
that the dividend resolution authorized a 
distribution in kind, and that the distribu- 
tion in kind was not in payment of a debt 
by the corporation to its stockholders created 
by a prior dividend resolution. Smith 
Brothers Refinery Company, Inc. v. Commis- 
stoner, CCH Dec. 14,946(M). 


Credits: Individuals: Dependency and 
support during years 1940 and 1941: De- 
pendents abroad: Evidence.—Credit for 
dependents against net income for the years 
1940 and 1941 under Code Sec. 25(b)(2) 
was denied taxpayer where those claimed to 
be so dependent were his mother, father, 
and four half brothers and a half sister, all 
of whom resided in England during the tax- 
able years. The evidence showed that tax- 
payer merely obligated himself to his brother 
to share the amounts to be expended on 
behalf of such dependents and that he still 
owed him the two-thirds of advances made 
by the brother for that purpose. The record 
failed to show that the mother and father 
were incapable of self-support, or that the 
children received their chief support from 
taxpayer or that they did not receive any of 
their support from other sources than him- 
self and his brother. 


Items not deductible: Personal and fam- 
ily expenses: Subsistence expense: Attor- 
ney’s fees in connection with stock purchase. 
—Amounts which taxpayer, retired and not 
engaged in any business, paid a lunch club 
were held not deductible under any provi- 
sions of the Code. Likewise, an amount 
paid accountants, and also an amount paid 
an attorney were held not deductible, it 
appearing that such last amount was an 
additional cost of stock rather than a de- 
ductible item. Ernest Smith v. Commissioner, 


CCH Dec. 14,939(M). 


Agricultural Adjustment Act taxes: Proof 
of burden.—Prior to going into receivership 
in 1935, taxpayer was engaged in the manu- 
facture of cotton cloth. Most of its goods 
were manufactured on order, and sold through 
a selling agent. The cost items included 
processing tax, which was admittedly over- 
stated. As late as 1940 all the invoices for 
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the years 1931 to 1936, inclusive, were lo- 
cated at taxpayer’s plant, but when, begin- 
ning in February 1941, search was made for 
records to establish taxpayer’s claim for 
refund of processing tax, no cost sheets, sale 
notes, invoices or inventories were found, 
except for the year 1934 and a part of 1935. 
In addition to cotton cloth, taxpayer manu- 
factured rayon cloth, which was not subject 
to processing tax. For the months begin- 
ning on August 1, 1933, adjustments were 
made to eliminate portions of the sales and 
costs attributable to the rayon cloth. Orders 
uncompleted on August 1, 1933, when the 
processing tax came into effect, were billed 
separately for the tax. Taxpayer claimed a 
refund of $105,267 paid as processing tax for 
the period from August 1, 1933 to February 
28, 1935, contending only its operating loss 
“yer pound of cotton processed” during that 
tax period was 7.1 cents greater than in the 
seven months immediately preceding the tax 
period. The Commissioner disallowed the 
claim on the ground that taxpayer had not 
proved that the tax had not been shifted, 
and that the computation of operating losses 
for the respective periods was incorrect be- 
cause the inventories were not considered 
and there was no proper elimination of sales 
and expenses pertaining to rayon cloth. The 
' Tax Court holds that taxpayer failed to 
} prove that it bore the burden of the tax, 
| within the meaning of Sec. 902 (a), Act of 
1936, and the claim was disallowed. The 
processing tax was imposed upon the pounds 
| of cotton processed, and since taxpayer 
| failed to take account of the inventories the 
' net loss shown did not reflect the operating 
loss “per pounds of cotton processed”. 
Moreover, since taxpayer was unable to de- 
termine the quantity of rayon consumed in 
the manufacture of rayon cloth in the tax 
period, no proper apportionment of manu- 
facturing and overhead expenses could be 
made between the rayon cloth and other 
products manufactured during that period. 
Eugene H. Timanus, Receiver for Spencer 
| Corporation v. Commissioner, CCH Dec. 
14,885(M). 
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Interpretations 


Nonresident aliens: Tax: Ownership of 
rental property in U. S. and receipt of rent: 
Engaged in trade or business.—Income from 
property owned by a nonresident alien was 
held to be taxable under Code Sec. 211 (b) 
where it was shown that taxpayer inherited 
a one-fifth interest in three apartment build- 
ings located in New York City which re- 
quired regular and continuous activity on 
the part of an agent in order to derive in- 
come therefrom. The receipt of only $115.25 
net income from the apartment properties 
during the taxable year was held not to be 
“too insignificant a sum to warrant Classify- 
ing the petitioner as being engaged in busi- 
ness” under that section. Estate of Frances 
S. Yerburgh, Deceased, Title Guarantee and 
Trust Company, Ancillary Executor v. Com- 
missioner, CCH Dec. 14,930(M). 


RULINGS 


Optional standard deduction: Amended 
return.—An individual who files a Federal 
income tax return for the calendar year 
1945 and claims the benefit of the standard 
deduction prescribed by section 23 (aa) of 
the Internal Revenue Code may, on or be- 
fore March 15, 1946, file an amended return 
itemizing his deductions which are allowable 
under other provisions of section 23 of the 
Code. After March 15, 1946, his election 
to take the standard deduction will be ir- 
revocable. I. T. 3775, 1946-1-12202 (p. 2). 


Deductions: Losses: Sale of residential 
property.—A loss upon the sale of a resi- 
dence inherited in 1935 subject to a life 
estate and sold in 1940 after the death of 
the life tenant, which property was not used 
as a residence by the taxpayer but was 
immediately listed for sale after the life 
tenant’s death, is deductible as a loss sus- 
tained in a transaction entered into for profit 
within the meaning of section 23(e)(2) of 
the Internal Revenue Code. I. T. 3776, 
1946-1-12203 (p. 4). 
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STATE TAX 


ALABAMA 
April 1—— 


Automobile dealers’ reports due. 


April 10—— 

Automobile dealers’ reports due. 

Financial institutions’ reports due. 

Report and payment of service licensees 
of alcoholic beverage due. 

Reports of manufacturers and distributors 
of alcoholic beverages due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers and jobbers report 
due. 


April 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 


April 20—— 
Automobile dealers’ reports due. 
Coal and iron ore mining tax report and 
payment due. 
Gasoline tax report and payment due. 
Lubricating oils tax report and payment 
due. 
Motor fuel tax report and payment due. 
Quarterly tax reports and payments for 
users of carbonic acid gas due. 
Sales tax reports and payments due. 
Vendors’ or consumers’ quarterly reports 
and use tax payments due. 


April 30—— 
Corporations’ annual franchise tax due. 
Forest products manufacturers’ and pro- 

ducers’ reports and payments due. 


ARIZONA 





April 1 
Insurance business license taxes due. 
Last day to file annual mining company 

reports. 
Theater license fees due. 


April 5—— 
Alcoholic beverages licensee’s report due. 
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CALENDAR 


Second Monday 
Tax due on unsecured personal property 
within $200 value. 
April 10 
Wholesalers of malt, vinous and spiritu- 
ous liquors reports and payment due. 
April 15—— 
Gross income reports and payments due. 
Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 
April 25—— 
Motor vehicle fuel distributors’, whole- 


salers’ and carriers’ reports and pay- 
ments due. 














ARKANSAS 
April 10 
Alcoholic beverages consumers’ sales taxes 
due. 


Car and freight line property tax due. 

Cigarette reports due. 

Motor fuel carriers’ report due. 

Natural resources severance tax report 
and payment due. 

Personal property tax due. 

Statement of purchases of natural re- 
sources. 


April 15—— 
Alcoholic beverage reports due. 
First installment of property tax due. 
Oil and gas reports and payments due. 
April 20-—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 





CALIFORNIA 


April 1 





Common carrier distilled spirits tax re- 


port and payment due. 
Gasoline tax report and payment due. 
Insurance additional annual reports due. 
April 15—— 
Beer and wine report and tax due. 


Carriers’ quarterly report of gross operat- 


ing revenue and fees due. 
Distilled spirits report and tax due. 
Personal income returns and tax due. 
Sales and use tax returns and tax due. 
Use fuel tax report and tax due. 









St 


April 20—— 

Motor carriers’ gross receipts tax due. 
April 30—— 

Private car tax reports due. 


COLORADO 
April 1 
Licensed 
due. 
On this date all stock, furniture, refrig- 
erator, fruit, poultry and tank car com- 
panies shall make a property tax 
statement and shall file a car mileage 
report. 
Quarterly report of private hospitals due. 
Utilities property tax statement due. 
April 5—— 
Alcoholic beverage manufacturers’ reports 
due. 
He. Motor carriers’ tax due. 
April 10—— 
Motor carriers’ report due. 
April 15—— 
Coal mine owners inspection tax due. 
Income tax return and tax due. 
Sales tax reports and payments due. 
Use tax reports and payments due. 
April 25 
Coal royalty tax due. 
Gasoline (including diesel fuel) tax re- 
ports and payment due. 
April 30 
First half of personal property taxes due. 


Livestock sales rings’ licenses must be re- 
newed. 
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money lenders’ annual 
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CONNECTICUT 
April 1 
Cable, car, express, telephone and tele- 


graph corporation reports due. 
Gasoline tax due. 


Income (franchise) tax return and pay- 
ment due. 


April 15—— 
Cigarette tax report due. 
Gasoline use tax reports and payment due. 


April 20-—— 
Alcoholic beverage tax return and pay- 
ment due. 


DELAWARE 
April 15—— 
Filling stations’ gasoline tax report. 
Manufacturers and importers of alcoholic 
beverages report due. 


April 30-—— 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 
April 1 
Annual license tax for athletic exhibitions 
due. 
Annual license tax for passenger vehicles 


for hire, having capacity of 8 or more, 
due. 


Annual license tax for moving vans due. 


April 10—— 
Licensed manufacturers’ and wholesalers’ 
of beer report due. 
Licensed manufacturers, wholesalers or 


retailers of alcoholic beverages report 
due. 


April 15—— 

Tax on beer due. 

Income tax return and first payment due. 
April 25—— 


Gasoline tax report and payment due. 


FLORIDA 
April 1 
Property tax return due. 
Property tax for previous year due. 
April 10—— 
Agents’ and wholesalers’ cigarette tax re- 
ports due. 
Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 
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April 15—— 
Gasoline sales, use and storage reports 
and taxes due. 
Transporters’ and carriers’ alcoholic bev- 
erages reports due. 
April 25—— 
Oil and gas severance reports and taxes 
due. 
April 30-—— 


Auto transportation company reports due. 





GEORGIA 
April 1 
Motor vehicle registration due. 
April 10—— 


Cigar and cigarette reports due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 

April 15—— 
Malt beverage tax report due. 

April 20-—— 
Gasoline tax report and payment due. 





IDAHO 
April 10 
Dairy products substitutes dealers’ reports 
due. 
April 15—— 


Auto transporation companies’ quarterly 
statements due. 

Beer dealers’, brewers’ and wholesalers’ 
reports due. 

Cigarette wholesalers’ drop shipment re- 





ports due. 
Electric power companies’ report and tax 
due. 
Gasoline dealers’ tax report and payment 
due. 
Public utilities statement and tax due. 
April 31 


Beer tax, additional, due. 
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ILLINOIS 
April 1 


Railroads information returns on private 
car line companies due. 


April 10—— 
Motor carriers’ mileage tax due. 
April 15—— 
Alcoholic beverage tax reports due. 
Cigarette tax return due. 
Electricity tax report and tax due. 
Gas tax report and tax due. 
Messages tax report and tax due. 
Sales tax report and payment due. 


April 20—— 
Gasoline tax report and payment due. 
April 30—— 


Transporters’ gasoline tax report due. 








INDIANA 
April 1 
Alcoholic vinous beverage tax due. 
April 15—— 


Alcoholic vinous beverage tax due. 
Fuel use tax reports and payment due. 


April 20 
Bank share tax report and payment due. 
Building and loan association’s intangibles 

tax report and payments due. 

April 25 
Gasoline tax report and payment due. 

April 30 
Gross income tax quarterly payment due. 











IOWA 





April 1 

General property taxes due. 

Ripe line companies’ annual property tax 
report due. 

Railroad companies’ annual property tax 
report due. 

Second installment of motor carrier com- 
pensation tax due. 


April 10—— 
Carriers’ gasoline tax report due. 
Cigarette vendors’ reports due. 
Class “A” permittees make beer tax re- 
port and payment. 


April 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Quarterly retail sales tax return and pay- 
ment due. 
Use tax returns and payment due. 
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KANSAS 
April 5—— 
Cigarette distributors’ reports due. 
April 10—— 


Alcoholic and malt beverage wholesalers’ 
and distributors’ reports due. 
Malt beverage dealers’ reports due. 


April 15—— 
Carriers’ gasoline and fuel use tax reports 
and fees due. 


Compensating tax report and payment 
due. 


Income tax return and first installment of 
tax due. 


Motor carriers’ gross ton mileage tax re- 
port and payment due. 


April 20-—— 
Property tax returns of motor carriers 
due. 
Sales tax report and payment due. 
Use fuel report and payment due. 


April 25—— 
Gasoline tax report and payment due. 





KENTUCKY 
April 10 
Amusement and entertainment report and 
tax due. 


Cigarette tax reports due. 
Refiners’ and importers’ gasoline tax re- 
port due. 


| April 15—— 


Alcoholic beverage reports due. 

Fuel use tax reports and payment due. 

Franchise tax return due. 

Income tax returns and tax due. 

Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax reports 
and payment due. 


April 20-—— 
Oil production tax report and payment 
due. 
April 30-—— 
Dealers’ and transporters’ gasoline tax re- 


port and payment due. ’ 


LOUISIANA 


April 1 

Property tax returns due (except in Or- 
leans Parish). 

Public utilities annual reports due. 

Railroad property tax returns of rolling 
stock due. 

Tobacco wholesalers’ reports due. 
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April 10—— 
Alcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 

April 15—— 

Alcoholic beverage carriers’ reports due. 
Intoxicating liquor manufacturers’ and 
dealers’ report due. 


Lubricating oil carriers’ reports due. 
Tobacco report due. 
April 20—— 

Alcoholic beverage reports and taxes due. 

Fuel use tax report and payment due. 

Gasoline dealers’ reports and tax due. 

Kerosene dealers’ reports and tax due. 

Lubricating oil dealers’ reports and tax 
due. 

New Orleans City sales and use tax report 
and payment due. 

Petroleum solvents report due. 

Sales and use tax report and payment due. 

April 30 

Gas-gathering tax reports and payment 
due. 

Natural gas pipelines reports and pay- 
ment due. 

Public utilities license tax reports due. 

Severance tax reports due. 





MAINE 





April 1 


Telephone, telegraph, railway and street 
railway companies gross receipts tax 
report due. 


April 10 


Manufacturers and wholesalers of malt 
beverages report due. 


April 15—— 
Use fuel tax report and payment due. 
April 30 
Gasoline tax report and payment due. 












































































































MARYLAND 
April 5—— 
Public passenger motor vehicles report of 
excess operations due. 


April 10—— 
Admissions tax payment due. 


3rokers’ reports of unauthorized insur- 
ance due. 


April 15—— 
Annual franchise tax report and fees of 
domestic corporations due. 


Domestic and foreign corporations’ annual 
report due. 


Income tax returns and payment due. 


April 30-—— 

Purchasers of cargo lots of motor fuel 
report due. 

Beer tax report and payment due. 

Gasoline tax report and payment due. 

Alcoholic beverages licenses expire. 

Alcoholic beverages license renewal fees 
due. 


MASSACHUSETTS 
April 10—— 

Alcoholic beverage excise tax report and 
payment due. 

Amount of corporation excise tax measured 
by income is due. 

Meals excise tax report and payment due. 

Return of domestic and foreign corpora- 
tions for excise (income) tax due. 


April 20—— 


Cigarette distributors’ tax report and pay- 
ment due. 


April 30—— 
Motor fuel tax report and payment due. 
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MICHIGAN 
April 1 
Assessment date for real and personal 
property. 
Calendar-year basis intangibles tax return 
and payment due. 
Chain store tax and renewal of license due 


April 4—— . 
Personal property tax statement for De- 
troit due. 


April 5—— 
Carriers’ gasoline tax report and payment 
due. 


April 10—— 
Common and contract carrier report and 
fees due. 


April 15—— 
Sales and use tax reports and payments 
due. 


April 20-—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Last day to make gas and oil severance 
tax report and payment. 


MINNESOTA 
April 1 
Last day to file annual corporation (for- 
eign) report. 
Quarterly installment of property taxes 
due. 


April 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 


April 15—— 


Interstate motor carriers’ mileage tax due. 


April 23 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 


MISSISSIPPI 
April 1 
Annual statement of car companies due. § 
Bank share tax reports due. 
Property tax returns due. 
Railroads’ and_ utilities’ 
schedules due. 


April 5—— 


Factories’ 


April 10—— 


Admissions tax reports and payment due. 


property tax 


reports due. 
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April 15—— April 10—— 
Alcoholic beverages reports due. Employment agencies reports due. 
Gasoline tax reports and payment due. April 15 


Manufacturers, distributors and whole- 
salers of tobacco report due. 

Sales tax reports and payment due. 

Timber severance tax reports and payment 


Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 

All monthly motor vehicle fuel tax reports 
and payments due. 


ee eo i i Gasoline sales and use tax reports and 
se ax reports and payment due, payments due. 
April 25—— 


Itinerant vendors’ reports due. 
Potato shippers’ monthly reports due. 
Stockholders lists due from foreign cor- 











Oil severance tax and report due. 












MISSOURI —ee E 
April 1 : April 30—— 
Report of express corporations and gross Railroad property, and sleeping car com- 
receipts tax due. panies’ reports due. 
April 5—— 
Non-intoxicating beer permittees’ report NEVADA 
due. April 15—— 
April 10 Gasoline carriers’ tax report due. 
Receivers of petroleum products report Public utilities report due. 
ome. April 25—— 
April 15—— 














Fuel users’ tax reports and payment due. 


Alcoholic beverage report due. Gasoline tax reports and payment due. 


Retail sales tax reports and payment due. 


April 25—— April 30 











ee fend tuk sepenk ah earn Mie. sr ag corporations’ published statement 
April 30-—— 

Mining statement and inspection fee due. 

NEW HAMPSHIRE 
April 1 . 
MONTANA Annual return and fee of business corpora- 

April 1 tions due. 

Apiaries registration fees due. April 10 

Railroads’ annual property tax return due. . f 

Real estate brokers’ license fee due. Alcoholic beverages reports due; permit- 

: tees’ payment due. 

April 15—— ey 


Unlicensed fire insurance companies’ agents 


? , , a « ‘ _ f 
> . . c S S 
3rewers, wholesalers and transporters of monthly reports due. 


beer report and payment due. ; 
Carriers’ gasoline tax reports due. April 15—— 


Electric companies’ report and tax due. Use fuel tax report and payment due. 
Gasoline tax reports and payment due. 


















nna ; April 30-—— 
Individual income tax returns and first P oe he ’ : 
ustelment duc Carriers’ reports of motor fuel deliveries 
Metalliferous mines license tax reports due. 
due Motor fuel report and tax due. 


» April 20—— 

Producers, transporters, dealers and re- 
finers of crude petroleum reports due. 

| April 25—— 


Pipe line companies annual reports due. 





NEBRASKA 





April 1 
Fire insurance companies’ annual reports 
due. 


April 5—— 
Grain warehouse operators’ reports due. 
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NEW JERSEY 





April 1 

Railroad companies file schedules of reve- 
nue. 

Marine insurance companies’ reports due. 


April 10—— 
Busses in municipalities gross receipts re- 
port and tax due. 
Jitneys in municipalities gross receipts re- 
port and tax due. 
Report and excise tax on interstate busses 
due. 


April 15—— 

Calendar year corporations are required to 
file corporation franchise tax returns 
and pay tax. 

April 30—— 
Carriers’ gasoline tax report due. 


Distributors’ gasoline reports and payment 
due. 


NEW MEXICO 





April 1 
Income tax information return due. 
Merchants’ license tax due. 


April 15—— 
Income tax returns and lst payment due. 
Annual franchise tax report due. 
Muncipal occupational license 
due. 
Occupational gross income tax reports and 
payment due. 
Oil and gas conservation report and pay- 
ment due. 
Severance tax and report due. 
April 20 
Second quarterly installment of electric, 
gas, water and steam companies’ gross 
receipts fee due. 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


April 25—— 
Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 
April 30-—— 
Oil and gas production tax reports due. 


reports 








NEW YORK 
April 1 
Insurance companies file report and pay 
tax. 
April 15—— 


Personal income tax return and first in- 
stallment of tax due. 

Unincorporated business tax return and 
payment of tax due. 
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April 20—— 
Alcoholic beverage taxes and reports due, 
New York City retail sales and compen- 

sating use tax return and tax payable. 

April 25—— 

New York City conduit companies, taxes 
and reports due. 

New York City public utility excise re- 
turns and payments due. 

April 30-—— 

Gasoline tax reports and payment due. 












NORTH CAROLINA 
April 10—— 

Carriers’ gasoline tax reports due. 

Railroads’ alcoholic beverage report and 
tax due. 

Tobacco (scrap or untied tobacco) deal- 
ers’ reports due. 

Unfortified wine additional tax and re- 
ports due. 


April 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


April 20—— 
Franchise bus carriers’ and franchise haul- 
ers’ reports and payments due. 
Gasoline and other motor fuels taxes and 
reports due. 


April 30—— 
Alcoholic beverage licenses expire. 


Public utilities quarterly report and tax 
due. 





































































































NORTH DAKOTA 








April 1 
Oil inspection reports due. 
License fees for public contractors due. 
Assessment date for property taxes. 

April 10 
Cigarette distributor’s tax due. 

April 15—— 
Beer tax reports and payment due. 
Gasoline tax reports and payment due. 
Interstate motor carriers tax due. 
Liquor transaction invoices and tax due. 
Auto transportation companies’ fees due. 
Motor carriers annual permit fees due. 


April 20 
Sales and use tax quarterly return and 
payment due. 
April 25—— 
Use fuel tax report and payment due. 
April 30—— 
Cream station and dairy reports due. 
Grain warehouse reports due. 
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OHIO 


April 10—— 


Admissions tax report and payment due. 
Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage reports due. 
April 15—— 
Use tax report on cigarettes due. 
Use tax reports and payments due. 


April 20—— 


Dealers’ gasoline tax reports due. 
April 30—— 

Carriers’ gasoline tax report due. 

Gasoline tax due. 


OKLAHOMA 





April 1 
Excise tax on petroleum report and tax 
due. 
Oil, gas and mineral gross production re- 
ports and payment due. 
April 10 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage reports and payment 
due. 
Cigarette tax reports due. 
Coin-operated music boxes reports and 
tax due. 
April 15—— 
Gasoline dealers’, retailers’ and carriers’ 
reports due. 
Inspection tax on petroleum products, re- 
port and tax due. 
Sales tax reports and payment due. 
Taxpayers whose monthly sales tax does 
not exceed $5 make quarterly returns 
and payments of tax. 
Tobacco products reports due. 
April 20 
Coal mine operator’s report due. 
Fuel use tax report and payment due. 
Gasoline distributors’ reports and payment 
due. 
Use tax reports and payment due. 








| April 30-——— 


Cotton gin reports covering fiscal year 
ending March 31 due. 

Cotton manufactories gross production 
quarterly return and tax due. 

Fur dealers’ reports due. 

Quarterly report of purchasers of oil and 
gas due. 


OREGON 





April 10 
Insurance tax due. 
Oil production tax reports and payment 
due. 
April 15—— 
Income tax returns and payment due. 


State Tax Calendar 





April 20—— 





Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
April 25—— 
Gasoline tax payment and reports due. 


PENNSYLVANIA 
April 10 

Importers of spirituous and vinous liquors 
report due. 

Malt beverage reports due. 

April 15—— 

Corporate net income tax report and one- 
half of tax due. 

Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 

April 30—— 
Gasoline tax reports and payment due. 





RHODE ISLAND 





April 1 
Analysis fee due. 
Gross earnings tax returns and taxes of 
public utility companies due. 
Returns and taxes under Bank Act of 1942 
due. 
April 10—— 
Manufacturers’ alcoholic beverage report 
due. 
Tobacco products tax reports due. 
April 15—— 
Gift tax due. 
Gasoline distributor’s report due. 
April 30—— 
Motor vehicle registrations expire. 


SOUTH CAROLINA 
April 1 
Chain store license report due. 
Domestic corporation’s annual license fee 
due. 
April 10—— 
Admissions tax reports and payment due. 
Beer and wine wholesalers’ report due. 
Power tax and report of public utilities 
due. 
Soft drink tax report and payment due. 
April 11 
Chain store tax due. 
April 15—— 
Property taxes due. 
April 20—— 
Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Utilities’ report of gasoline shipments due. 
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SOUTH DAKOTA 
April 1 
Motor carriers of passengers’ tax due. 
Private car lines property returns due. 
Public grain warehouse reports due. 
April 10—— 
Employment agency reports due. 
Interstate motor carriers’ reports and 
taxes due. 
April 15—— 
Alcoholic beverage reports due. 
Dealers’ and carriers’ gasoline tax report 
due; tax due in 30 days. 
Sales and use tax quarterly reports due. 
April 20—— 
Passenger mileage tax due. 
April 30—— 
Severance tax quarterly report and pay- 
ment due. 





TENNESSEE 





April 1 
Cotton seed oil mills’ report due. 
Last day for public utilities to pay annual 
inspection and supervision fees. 
Public utilities file biennial property tax 
return. 
April 5—— 
Quarterly report of oils and volatile sub- 
stances due. 
April 10—— 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 
Last day to make alcoholic beverages 
report. 
April 15—— 
Carriers of use fuel report due. 
Users of fuel file report. 
April 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Property tax returns due. 


TEXAS 
April 1 
Cigarette distributors’ and solicitors’ re- 
ports due. 
Contract carrier gross receipts 
turn and payment due. 
Luxury excise tax reports and payments 
due. 
Public utilities gross receipts taxes and 
reports due. 
Railroad rolling stock reports to county of 
principal office due. 
Sulphur production taxes and reports due. 
April 15—— 
Tax remittance and report due from oleo- 
margarine dealers. 
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tax re- 


April 20—— 
Gasoline taxes and reports due. 
Motor fuel tax report and payment due. 
Oil and gas well services’ reports and| 
gross receipts tax payments due. 
Users of liquefied gases and liquid fuel 
tax reports and payment due. 


April 25—— 

Admission taxes and reports due. 

Carbon black production tax report and 
payment due. 

Oil production tax reports and payment 
due. 

Prizes and awards of theatres tax reports 
and payment due. 


April 30-—— 

Motor carriers’ and motor bus companies’ 
information reports due. 

Natural gas production tax report and 
payment due. 

Oil carriers’ reports due. 

Railroad rolling stock reports to counties 
other than of principal office due. 





UTAH 
April 1 
Gasoline distributor’s and retailer’s license 
fee due. 
April 10 





Carriers’ use fuel tax report due. 
Liquor licensee reports due. 
April 15—— 
Annual statement of taxable estate may be 
required. 
Use fuel tax report and payment due. 
April 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 

April 10 

Alcoholic beverage tax reports and pay- 
ment due. 


April 15—— 
Electric light and power companies’ re- 
port and tax due. 
Public utilities’ annual reports and taxes 
due. 
Railroad, car, transportation and telephone 
companies’ tax due. 
April 20—— 
Alcoholic beverage manufacturers’ returns 
due. 
Tax inventory of individuals and corpora- 
tions due. 
April 30—— 
Gasoline tax reports and payment due. 
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VIRGINIA 








April 1 
and | Insurance premiums tax due. 
anc 
April 10— 
fuel Beer dealers, bottlers and manufacturers 
report due. 
April 15—— 
Corporation and partnership income tax 
and reports on calendar year basis due. 
Information income tax returns from cor- 
nent porations due. 
Reports of motor fuel used by carriers 
orts due. 


Motor vehicle carriers’ reports and road 
tax and appraisal tax due. 


nies’ § April 20—— 
Carriers’ gasoline tax reports due. 





and Use fuel tax reports and payment due. 
April 30-—— 
; Gasoline tax reports and payment due. 
nties 
WASHINGTON 
April 10—— 
Brewers’, distillers’, manufacturers’ and 
wineries’ reports due. 
ense 
April 15—— 
Auto transportation companies reports 
and fees due. 
Butter substitutes reports and payment 
due. 
Cigarette reports due. 
y be 
April 20—— 
Use fuel tax reports and payment due. 
April 25—— 
sail Gasoline tax reports and payment due. 
WEST VIRGINIA 
April 1 
Public service corporations’ general prop- 
pay- erty returns due. 


Public utilities’ quarterly installments of 
privilege taxes due. 


> re- § April 10—— 

Brewers’ and beer distillers’ reports and 
axes taxes due. 

Winery and distillery licensees’ reports 
hone due. 


April 15—— 
Sales tax reports and payments due. 
urns 3 
April 30-—— 
yora- Gasoline tax reports and payment due. 


Foreign and non-profit corporations’ an- 
nual reports due. 

Quarterly reports and payments of the 
business and occupation tax due. 


| State Tax Calendar 


ue. 


WISCONSIN 





April 1 
Beer tax reports due. 
Corporation reports due. 
Telephone companies’ gross receipts tax 
and report due. 


April 10—— 
Intoxicating liquor and wine tax reports 
due. 
Tobacco products returns due. 
April 15—— 


Railroad, telegraph, sleeping car and ex- 
press companies report due. 


April 20—— 
Gasoline tax reports and payment due. 


WYOMING 





April 1 
Information reports by banks, loan or in- 
vestment companies due. 
Pipe line companies’ returns due. 
Public utilities’ statements due. 


Quarterly use tax returns due. 


Telegraph and telephone companies’ state- 
ments due. 


April 10—— 
Carriers’ gasoline tax reports due. 


April 15—— 
Dealers’ gasoline tax reports due. 
Monthly gasoline tax and report due. 


Motor carriers’ report and compensatory 
fees due. 


Sales tax reports and payment due. 
Use tax reports and payment due. 
Wholesalers’ gasoline tax reports due. 























































FEDERAL TAX CALENDAR 











April 1 


Last day for payment by employer to 
authorized depositary of taxes withheld 
on wages during the preceding month 
if withholdings were more than $100 
during the month. 





April 15—— 
Due date of income and excess profits 
returns by corporations, trusts, and 


estates with fiscal year ending on Janu- 
ary 31. Forms 1120, 1121, and 1041. 


Return of stamp account by brokers, deal- 
ers in securities, etc., due for March. 
Form 828. 

Due date, by general extension, of returns 
for fiscal year ending October 31 in 
the case of: (1) foreign partnerships, 
(2) foreign corporations which main- 
tain an office or place of business in 
the United States; (3) domestic corpo- 
rations which transact their business 
and keep their records and books of 
account abroad; (4) domestic corpo- 
rations whose principal income is from 
sources within the possessions of the 
United States; and (5) American citi- 
zens residing or traveling abroad, in- 
cluding persons in the military or naval 
service on duty outside the United 
States. Forms: (1), Form 1065; (2)-(4), 
Forms 1120 and 1121, (5), Form 1040. 

Due date, by general extension, of non- 
taxable returns for fiscal year ending 
November 30, in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees of 
such estates or trusts. 


NEXT 
MONTH 


York 


Entire income tax or first quarterly install- 
ment due on returns of nonresidents for 
fiscal year ended October 31. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 


Monthly information return of stock- 
holders and directors of foreign per- 
sonal holding companies due for March. 
Form 957. 

Nonresident alien individual income tax 
return due (business or office in U. S.) 
for fiscal year ended October 31. Form 


1040B. (No U. S. business or office, 
Form 1040NB.) 


Nonresident foreign corporation income 
tax return due for fiscal year ended 
October 31. Form 1120NB. 

Second quarterly income-excess profits 
tax payment due for fiscal year ended 
October 31. Forms 1120, 1120H, 1120L, 
1121. 

Fhird quarterly income-excess profits tax 
payment due for fiscal year ended July 
31, 1945. Forms 1120, 1121, 1120H 
(personal holding company), 1120L and 
1120M insurance companies). 


April 30—— 
Returns of excise taxes due for March. 
Forms 726, 727, 728, 728(a), 729, 932. 
Due date of quarterly return and pay- 
ment (by depositary receipts or cash) 


of taxes withheld by employers during 7 


Form W-1. 

Due date of quarterly return of tax with- 
held at the source on corporate and 

. government bond interest. Form 1012. 


preceding quarter. 


“Democracy and Efficiency in Local Government,” by James L. 
Martin, Bureau of Business Research, University of Kentucky 
“Excess Profits Controversies,” 

. . “Allocation of Income for Purposes of Corporate 


by J. K. Lasser, New 


Taxation,” by Nathaniel L. Goldstein, Attorney General of the 


State of New York. 
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